IN THE HIGH COURT OF JUSTICE No. 7942 of 2008

CHANCERY DIVISION

COMPANIES COURT

IN THE MATTER OF LEHMAN BROTHERS INTERNATIONAL (EUROPE) (IN
ADMINISTRATION)

AND IN THE MATTER OF THE INSOLVENCY ACT 1986
BETWEEN

(1) ANTONY VICTOR LOMAS
(2) STEVEN ANTHONY PEARSON
(3) PAUL DAVID COPLEY
(4) RUSSELL DOWNS
(5) JULIAN GUY PARR
(THE JOINT ADMINISTRATORS OF LEHMAN BROTHERS INTERNATIONAL
(EUROPE) (IN ADMINISTRATION))

Applicants

- and -
(1) BURLINGTON LOAN MANAGEMENT LIMITED
(2) CVI GVF (LUX) MASTER S.A.R.L.
(3) HUTCHINSON INVESTORS, LLC
(49) WENTWORTH SONS SUB-DEBT S.A.R.L.
(5) YORK GLOBAL FINANCE BDH, LLC

Respondents

WATERFALL II DIRECTIONS APPLICATION

SENIOR CREDITOR GROUP’S SKELETON ARGUMENT
FOR TRIAL (PART A)




CONTENTS

SECTION PAGE
108 8230 016703 ¥ (0). S0 1
CO TR ¥ 2 AN & 0 (7 & (@) O 1
R 7.X08 N 07N SR 010) i § £5 6 NN 2
(3)  FUNDAMENTAL PRINCIPLES......oossecccooececeessscceesssseeessssecseessseeessesseeesesseessssseee s 4
4)  THE POSITION OF UNSECURED CREDITORS......oovsocccersccccerssscceessssersssseeeene 10
(0183 27538 u (0 3.\ 0 13
(1) INTRODUCTION AND OVERVIEW.....occccoooooecersssecesssscceessssoeessssceessssseesssseeesse 13
NS ¥ 31 0 L) 5 O 15
(3)  THE EFFECT OF THE RULE ....coooosooocooesoeceesseeceessseeesesseesssseesssseeeessssseess oo 16
(4 THE ORIGINS AND ESTABLISHMENT OF THE RULE IN

INSOLVENCY oo seeeeesseeee e ssseessssseeesssssessssseesssesmeeesssseesssssessssseee s 20
(5)  RE LINES BROS (NO.2) (1984) cocccccseecceeresccceessseceeessseeesssscseesssseesssseeees e 39
6)  COMMONWEALTH AUTHORITY w.cocooooosoceeseecceessseeesssseeesssseesssseeeesssssessssseeeese 40
(1) ANALOGOUS APPLICATIONS ...ooossocceeresoceeseecceeessseeesssseeesssseessssseesssssessssseeeese 46
(8)  POLICY AND PRINCIPLE ......oosiocooossocceseseceessseceesssseeesssseseesssseessssseees e 50
9)  CORK REPORT ETCooovoooeeeeessceeesseceesssseeeesssseesssseeeessssseesssssesssssees e 53
(10) THE CHANGES MADE BY THE 1986 ACT AND RULES.........ooosocccrresccrrsssceese 55
(11) THE ARGUMENTS ON THE CONSTRUCTION AND EFFECT OF THE

1986 ACT AND RULES .....oooosoocceeesecceesessceesssseeesssseesssseeeessssseesssseeessssseesssseessssseee 57
(12 CONSEQUENCES OF WENTWORTH’S AND ADMINISTRATORS’

APPROACH. ....cooo oo eseeeeesseeess s seeesssessssssees et seeeessssees oo 64
(13)  SUBSEQUENT AUTHORITIES ....oorsooceorescceessecceeessseeessssceesssseesssseeeessssseesssseeeese 66
(14)  ALTERNATIVE NON-PROVABLE CLAIM.....ccccooooomosiocersssoersssceesssseesssseeesse 66
CE T @) @ 51013 (@) OO 66
(0183 27538 u (0 3. 5 TP 68
CO TR 1N :T0) 016165 5 10)  HH 68
2 NORMAL MEANING OF THE WORD “RATE” .ooccoreeeoooeeresscceresscceessssveeessseeeene 69
(3)  PURPOSE OF RULE 2.88(9) w.coovsecccerssscceersssoceessssoeessssseessssoseesssseesssssseessssseesssseeesse 70
4 OTHER USES OF “RATE” IN THE 1986 LEGISLATION .......oorvsocccerresccerrsscceeee 72
(55 THE HISTORICAL RIGHTS OF A CREDITOR TO RECEIVE ALL

INTEREST .o eeeeee oo seeesssesees oo sseee et sees st 73
6)  WENTWORTH’S POSTTION ..oocccccssecceereseceessseceeessseeesssseseesssseesssseeees e 75
() THE SUB-ISSUE w.cooooooosoceeeeeeceeeeseceees oo sseeeessseeessssseessssseesssssesssseses e 78
(8)  NON-PROVABLE CLAIM.....ooooioooceoseoecerssscceessssoeessssoeesssseseesasseessssseeessssseesssseeesse 78



9) WENTWORTH CONCESSION.......ccoiiiiiiiciiiecciie ettt 79

(0183 27538 u (0 3. SO 81
CO TR 1N 1 00) 016165 5 1) FH O 81
2)  COMMON GROUND ....oooosooeosseceeesseceess oo ssseeesssseeesssseseesssssessssssees e 81
(3)  THE TIMING DISPUTE w.ooooccresecceeessecceesesseeesssseeesssseessssseesssseessssseees e 82
4)  THE PURPOSE AND EFFECT OF RULE 2.88(9) c.ccccccoreveossscoerssscceessssiersssseeeee 87
() WENTWORTH’S FURTHER ARGUMENTS. ..cccccoocmrereecceesssscessssceessssceesssseeeese 91
O ©) @ 51013 (@) O 93
(0183 27538 u (0 3. 5000 94
(0183 2738 (03 X T T 99
CO TR 1N 1 00) 016165 5 10)  HH 99
2)  THE STATUTORY SCHEME ....oocccccesoooeesescoeessseceessssoeessssceeesssseeesssseessssseee oo 103
(3)  CONTINGENT DEBTS...ooooiccooosoccceesescceesssoeeeessseeesssssseessseesesssseeeesssseesssseeesssseoe 104
4  POST-INSOLVENCY INTEREST ON CONTINGENT CLAIMS......oooscccorrrrce 107
()  WENTWORTH’S AND THE ADMINISTRATORS’ ARGUMENTS ....ccccoroerree 110
(6)  FUTURE DEBTS..cccoooooocoeeeesscceessssoeesssseeesssssessssseeessssssseessssssesssseesesssseesssseeesssseee 114
(7)  THE RATE APPLICABLE TO THE DEBT APART FROM THE
ADMINISTRATION ..o seceees e ssseeessssseessseeesssssees s ssseos s 124
(0183 27538 u (0 3N JS OO 126
CO TR 1N :T0) 016165 5 10 ) HA O 126
2  RELEVANT ASPECTS OF THE STATUTORY REGIME ...ooscccoooeccceerssccerressoe, 127
(3)  CURRENCY CONVERSION CLAIM IN RESPECT OF PRINCIPAL................ 131
4 CURRENCY CONVERSION CLAIM IN RESPECT OF INTEREST........oocccccc. 138
QUESTIONS 29 = 30.......oosooooeeeeeeeseeceeeeseceeesesseeesssseeesssseessssseess st sseee s 141
CO TR 1N :T0) 01 6165 5 10 ) HH O 141
N € 101 ER5 ¥ (€)oo 141
© TR 10 R ¥ () N2 143
(0183 2738w (03NN 3 N 7T 145
(1) IDENTIFICATION OF BASIS OF CLAIM ..oovoooccooeccceessecceesssceeesssceesssseeesssseoe 145
2 DAMAGES IN A FOREIGN CURRENCY ..oovsoiocooroecceessscceessscceeesssceesssseeesssseee 145
© TR @101 EX5 1 (€1 N @) 3 7.0 147
4 WENTWORTH’S ARGUMENTS ...ooosoiceeoeccceeessscceesessoeeesssseeeessssesessseeesssseeesssseee 147
© IR CLO) N© 5013 (0) T 151
(0183 27538 (0 3.\ & T30 152
(0183 27538 3 (0 3.\ 7200 155
CO TR 1N :T0) 016165 5 10 ) HH T 155



()  THE BASIC POSITION: AGGREGATED CLAIMS ARE TO BE DIVIDED

INTO THEIR COMPONENT PARTS...ooocccereecceeeesscceessssceesesseeesssseeessseees oo 155
(3)  WHERE THE AGREED CLAIM AMOUNT IS LESS THAN THE TOTAL

VALUE OF THE ASSERTED UNDERLYING CLAIMS......oosoccoooecccreessccorssscoe 157
(4 FURTHER ISSUES IDENTIFIED IN LOMAS 11 ..oooooccooocceeesecceesescceessssceeesssseee, 160
(0183 27538 (0 3. I T 164
(1) BACKGROUND .....coooosoeeeeeesceessseceesssseeessssseesssseeessssssoessssesesssssesesssseess oo 164
2)  GENERAL PRINCIPLE AND POLICY ...cooooooooceeesecceessseceessseeeesssoeesssseeesesseoe, 164
(3)  NON-PROVABLE CLAIMS...oooosooccoresccceessscceeesssoeessssseeessssceeesssseeesssseesssseeesssseoe 165
4 DELAY IN THE PAYMENT OF STATUTORY INTEREST ....oovvvooocersscccerssssoe 168
(5) WENTWORTH’S AND THE ADMINISTRATORS’ ARGUMENTS ....ccccororree 171
6)  EFFECT OF THE MORATORIUM.....ccooosoocceesescceessssceessseceeesssseeessseeesssseeesssseee 173
TR ©) @ 5013 (@) O 173
(00 1[0 7101 (0, JHN OSSO 174



INTRODUCTION

M

This Skeleton Argument is filed on behalf of Burlington Loan Management
Limited, CVI GVF (Lux) Master S.a.r.l, and Hutchinson Investors LLC (the

“Senior Creditor Group”). The members of the Senior Creditor Group through

their various affiliates together hold unsecured claims against LBIE in excess of

£2.75 billion.

THE APPLICATION

The Application seeks the determination of various issues that have arisen in

connection with the distribution of the surplus held by the Administrators of

Lehman Brothers International (Europe) (“LBIE”) after payment of all proved

debts in full. In particular, so far as this hearing is concerned:

M

2

3)

)

®)

Questions 1 to 8 concern the entitlement of unsecured creditors to
interest out of the surplus pursuant to rules 2.88(7) and (9) of the
Insolvency Rules 1986 (the “1986 Rules” or the “Rules”).

Questions 28 to 30 concern the extent to which (if at all) unsecured
creditors’ entitlement to interest out of the surplus affects any non-
provable Currency Conversion Claims that creditors may have as a result

of dividends having been paid in sterling.

Questions 31 to 33 concern certain issues that arise in relation to standard
form GMSLA, GMRA and other Master Agreements and in relation to

agreements for the transfer of claims.

Question 37 concerns the calculation of claims to interest and non-
provable claims in circumstances where a number of underlying claims

have been admitted for a single claim amount.

Question 39 concerns the compensation to which unsecured creditors are

entitled in respect of the time taken for their entitlement to interest under
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rules 2.88(7) and (9), Currency Conversion Claims or other non-provable

claims to be satisfied and discharged.

The answers to the various Questions will determine the extent to which the
surplus, which may reach or exceed £7.39 billion', will be paid to general
unsecured creditors, or will instead be distributed to the subordinated creditors
and shareholders of LBIE. As Wentworth has observed, “Ewvery £ 1 that is paid to
unsecured creditors of LBIE is [T less that is available for distribution to Wentworth or its

. YY)
associated entities”".

The financial significance of the various Questions is considerable. For example,
in relation to Question 2, the Senior Creditor Group estimates that, if the rule in
Bower v Marris was repealed by the introduction of the Insolvency Act 1986 (the
“1986 Act”), as Wentworth and the Administrators contend, unsecured creditors
will, in the absence of other compensation for delay, have been deprived of at
least £800 million of interest to date and around £40 million of interest for every
month between today and the date on which interest is actually paid by the
Administrators. The Administrators estimate that, if the rule in Bower v Marris is
not applied in this administration and creditors are not otherwise compensated
for the delay in the payment of interest, creditors will be deprived of some £1.3
billion by 15 September 2016°.

FACTUAL CONTEXT

When LBIE entered administration on 15 September 2008, there was significant
uncertainty as to the net balance of its assets and liabilities, and there appeared to
be no prospect of it having sufficient assets to pay provable claims in full. For
several years following the date of administration, it appeared clear that there

would be a shortfall as against debts proved.

Joint Administrators” 12t progress report from 15 March 2014 to 14 September 2014,
exhibited at pages [1]-[50] of AVL11.

Wentworth’s Skeleton Argument for the CMC on 25 June 2014.
Lomas 11 paragraph 15 [2/5/5-6], and AVL11 page [52].



It was not until early 2012 that the prospect of a surplus enabling the payment of
some Statutory Interest emerged as a result of the efforts of the Administrators
and their legal advisers. This possibility was acknowledged by the Administrators,
although it did not form part of their official estimates in their progress reports
until March 2013. It was not until the Administrators’ progress report of April
2014 that the indicative financial outcome for creditors envisaged a surplus even

in a ‘low case’ scenatio.

As the prospect of a surplus emerged, two hedge funds, Elliott Management
Corporation (“Elliot”) and King Street Capital Management, L.P. (“King Street”),
negotiated a joint venture with Lehman Brothers Holding Intermediate 2 Ltd
(“LBHI2”, one of LBIE’s two members) and Lehman Brothers Holdings Inc
(“LBHI”, the ultimate parent of the Lehman Brothers group). This creditor-
shareholder joint venture, known as “Wentworth”, was announced in October

2013 and completed in January 2014.

The joint venture members are required to act to enhance recoveries to the
subordinated debt and preferred equity owned by Wentworth. As it was no
longer in Elliott’s economic interests to continue to support Currency
Conversion Claims, Lydian Overseas Partners Master Fund Ltd, an entity related
to Elliott and a respondent to the first instance Waterfall I proceedings, has been
replaced by a member of the Senior Creditor Group (CVI GVF (Lux) Master
S.a.r]) for the purposes of pursuing the Waterfall I appeal.

In March 2014, the Administrators put forward a proposal for a CVA. The CVA
proposal provided that, if there was a sufficient surplus in the estate, Statutory
Interest would be paid to all creditors from the date of administration with no
exception for contingent or future claims (although without regard to the rule in
Bower v Marris) and Currency Conversion Claims would be paid in full, including
in the case of creditors who had entered into any of the forms of Claims
Determination Deeds (“CDDs”). The CVA failed to reach the voting stage
because of the divergence between the interests of two groups of creditors of
LBIE, namely: (a) Elliott and King Street, whose interest (despite their significant

holding of general unsecured claims) was in minimising the return to creditors,
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11.

3

12.

13.

due to their participation in Wentworth; and (b) all other creditors, whose interest

was in maximising the return to creditors.

On 30 April 2014, LBIE paid a final dividend to creditors in respect of provable
claims, taking the total of such dividends to 100 pence in the pound. At that stage
there was a surplus estimated to be in excess of £3.5 billion which, in accordance
with rule 2.88(7), required to be applied first in payment of interest, and then in

discharge of any non-provable claims.

On 12 June 2014, the Administrators issued the Application, seeking directions
on various matters relating to the distribution of the surplus. The Administrators
have indicated, however, that no payments will be made in respect of such
surplus pending the outcome of the Application and the appeal in respect of
Waterfall I. As a result of the Application and of the Waterfall I appeal, creditors
who are entitled to the benefit of the application of the surplus will not receive

the sums to which they are entitled potentially for many years.
FUNDAMENTAL PRINCIPLES

Many of the Questions involve general questions of statutory interpretation. The
answer to such questions depends on the meaning and effect of the Rules,
construed, in the ordinary way, as part of the Rules as a whole and in the light of
prior legislation, authority and fundamental principles underlying the statutory

insolvency scheme.

Before turning to the various Questions, it may therefore be helpful briefly to

summarise the relevant principles (although they are, no doubt, very familiar)*:

1) The company’s debts and liabilities, whether provable or not, must be
satisfied in full before any assets can be distributed amongst its

shareholders.

For convenience reference is made to liquidation, but the same principles apply to a
distributing administration.
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3)

)

®)

©)

()

A liquidation is a process of collective enforcement of provable debts. It
is concerned with distributing the assets of the company amongst its

creditors in satisfaction of its provable debts.

To enable the company’s assets to be distributed pari passu in satisfaction
of provable debts, such debts need to be ascertained and valued by
reference to a common date and currency of account, namely the date of

commencement of the liquidation.

For the same reason, interest is not provable in so far as it is payable in

respect of any period after the commencement of the liquidation.

If there is a surplus after all proved debts have been paid in full, creditors
are entitled to interest as compensation for the delay resulting from the
statutory scheme, in a manner that respects their underlying rights and
the effect of a liquidation on them and should not be prejudiced by the
accidental delay which, in consequence of the insolvency proceedings or
other circumstances, occurs in realising the assets or in distributing them,
or by the moratorium that protects the insolvency proceedings and
prevents creditors from enforcing their debts or obtaining Judgment on

them.

The liquidation leaves the debts of creditors untouched, and only affects
the way in which they can be enforced. A creditor’s debt is discharged
only to the extent that it is paid out of dividends. Thus, if there is a
surplus after all provable debts and rights to Statutory Interest have been
satisfied in full, it has been said that the company is treated as if it is, and

was, and always has been, solvent and that, in those circumstances,

bl

creditors are remitted to their rights apart from the insolvency, reflecting

the fact that liquidation leaves the debts untouched.

If there is a surplus after all proved debts and entitlements to interest
have been satisfied in full, it is applied in discharge of any remaining

liabilities which are, for whatever reason, non-provable.



©)) In the case of corporate insolvency, and unlike in bankruptcy, there is no
statutory provision for discharge. The insolvency process leaves the legal
rights of creditors unaffected, save to the extent of actual payment. If
any liabilities have not been satisfied in full, whether provable or non-
provable, the company remains liable but, when all the assets have been
distributed, there is nothing more against which the liability can be

enforced.

9) It is only if there is a surplus, after all provable debts, entitlements to
interest and non-provable claims have been satisfied in full, that it is to be

distributed amongst its shareholders. In short, members come last.

14. In Wight v Eckbardt Marine GmbH [2004] 1 AC 147 Lord Hoffmann summarised

the main features of the statutory scheme at [26] and [27] as follows:

“Winding up is, as Brightman L] said in Re Lines Bros Ltd [1983] Ch 1, 20, ‘a
process of collective enforcement of debts’ ...

The winding up leaves the debts of the creditors untouched. It only affects the way in
which they can be enforced. When the order is made, ordinary proceedings against the
company are stayed ... The creditors are confined to a collective enforcement procedure
that results in pari passu distribution of the company’s assets. The winding up does
not either create new substantive rights in the creditors or destroy the old ones. The
debts, if they are owing, remain debts throughout. They are discharged by the winding
up only to the extent that they are paid out of dividends. But when the process of
distribution is complete, there are no further assets against which they can be enforced.
There is no equivalent of the discharge of a personal bankrupt which extinguishes his
debts. When the company is dissolved, there is no longer an entity which the creditor
can sue. But even then, discovery of an asset can result in the company being restored
for the process to continue”.

See also: Financial Services Compensation Scheme Litd v Larnell (Insurances) 1.td [2000]
QB 808 per Lloyd L] at p.818 (“I¢ seers to me that Lord Hofffimann’s analysis [in Wight
v Eckhardt] is correct ... The creditor’s cause of action remains as it was before ...");
Cambridge Gas Transportation Corpn v Official Committee of Unsecured Creditors of
Navigator Holdings ple [2006] UKPC 26 per Lord Hoffmann at [14] and [15]; and
Parmalat Capital Finance 1.td v Food Holdings 1.td [2008] UKPC 23 per Lord
Hoftmann at [8] (“In other words, a winding-up order does not affect the legal rights of the
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creditors or the company. 1t only puts into effect a process of collective execution against the

assets of the company, for the benefit of all creditors”)’.

More specifically, so far as certain of these principles are concerned:

@) As to the need for debts need to be ascertained and valued by reference

to a common date and currency of account, see:

(a) In re British American Continental Bank 1.td [1922] 2 Ch. 575 at 582
(“A date has necessarily to be fixed on which all debts and other liabilities
are to be treated as definitely ascertained, both for the purpose of placing all
creditors on an equality and for the purpose of properly conducting the winding

up of the affairs of the company”).

(b) Re Dynamics Corporation of America [1976] 1 WLR 757 at 764 (“It is
only in this way that a rateable, or pari passu, distribution of the available
property can be achieved, and it is, as I see it, axiomatic that the claims of the
creditors amongst whom the division is to be effected must all be crystallised at
the same date, even though the actual ascertainment may not be possible at

that date, for otherwise one is not comparing like with like”).

(0 Re Lines Bros [1983] Ch 1, 19 (original emphasis) (“I have quoted at
length from authorities on a proposition which is accepted as axiomatic, in
order to underline the point that the winding up date is the date of
valuation of labilities. As an account can only be struck in a single
currency, it must follow that the scheme of company liquidation requires that a
Joreign debt shall be converted into sterling (if sterling is the currency of the

liguidation) as at the date of liguidation and at no other date”).

The position is the same in other Commonwealth countries. See, for example: Re Jay-O
Bees [2004] NSWSC 818 at [89] (citing Wight v Eckbardt Marine GmbH at [26]-[29]),
O'Mara Construction Pty 1.td v Avery [2006] FCAFC 55 at [40] (citing Re Lines Bros Ltd at
[201); Waterfront Capital Trustee 1 Limited v Hanover Finance I td HC Aunckland [2010] NZHC
1461 at [8]; Lee Sai Nam v Li Shu Chung [2013] HKEC 762 at [159] and [165] (citing
Cambridge Gas Transportation Corporation v Unsecured Creditors of Navigator Holdings Pl at [13]-
[14] and Wight v Eckhardt Marine GmbH at [26]-[29]); Flightlease (Ir]) Ltd (In 10/ Lig) & Cos
Aer [2012] IESC 12 (citing Cambridge Gas Transportation Corporation v Unsecured Creditors of
Navigator Holdings Ple at [13]-[14])



(d)

Wight v Eckbardt Marine GmbH [2004] 1 AC 147 at [29] (““The image
of collecting and uno flatu distributing the assets of the company on the day of
the winding up order is a vivid one...the courts apply it to give effect to the

underlying purpose of fair distribution between creditors pari passiu”).

Revenue and Customs Commissioners v Football 1eague 1.td [2012]
EWHC 1372 (Ch) at [77] (“as an essential element of the pari passu
system, there is a single date at which provable debts are ascertained and

quantified. It is the date on which the company goes into liguidation”).

2 As to interest not being provable in so far as it is payable in respect of

any period after the commencement of the liquidation, see:

(2)

(b)

Re Humber Ironworks and Shipbuilding Company (1869) LR 4 Ch App
043 at 647-648 per Gifftard L] (““That rule was, as has been said, Judge-
made law; but it was made affer great considerations, and no doubt because it
works with equality and fairness between the parties; and if we are to consider
convenience, it is quite clear that, where an estate is insolvent, convenience is in

Sfavour of stopping all the computations at the date of winding up”).

Wight v Eckbardt Marine GmbH [2004] 1 AC 147 at [24] (where the
Privy Council, having referred to Re Huwmber Ironworks and
Shipbuilding Company and the principle that the claims of creditors
are valued as at the date of the winding up order, held “on #his
principle, no allowance is made for made for interest accruing after the date of

the winding np order”).

(3 As to the company being treated as if it is, and was, and always has been,

solvent in the event of a surplus, see:

(2)

Re Humber Iromvorks and Shipbuilding Company (1868-69) LR 4 Ch
App 643 at 647 per Giffard L] (“as soon as it is ascertained that there is
a surplus, the creditor whose debt carries interest is remitted to his rights

under the contract ...”).



)

®)

(b)

©

Re W.W. Duncan & Co [1905] 1 Ch 307 per Buckley ] at p.315
(“Now what do yon admit to proof for dividend in the winding up of a
company?  The amount of the debt at the commencement of the winding up.
That has nothing whatever to do with the payment of interest accruing due
after the winding up if the company turns ont to be solvent. There could not
until the fact of solvency was ascertained be a right to claim that interest. The
sum for which proof can be made is the amount which is entitled to rank for
dividend against the assets to such an extent as they will go. A compromise
in respect of that right of proof is no compromise of the right to have interest if

the company turns out, as it has in this case, to be solvent”).

Re Fine Industrial Commodities Ltd [1956] 1 Ch 256 per Vaisey ] at
p. 262 (... it seems to me that when the time comes for dealing with the
surplus it must no longer be deemed to be an insolvent company, but has to be

treated as a company which is, and was, and always has been, solvent”).

As to creditors not being prejudiced by delay which occurs in realising the

assets or in distributing them, see:

(2)

(b)

Re Humber Ironworks and Shipbuilding Company (1868-9) LR 4 Ch
App 643 per Selwyn L] at p.646 (“... no person should be prejudiced by
the accidental delay which, in consequence of the necessary forms and

proceedings of the court, actually takes place in realizing the assets”); and

AG of Canada v Confederation Trust Co (2003) 65 OR (3d) 519 at
[32] (“One might add ... a further cantion: no person should be prejudiced

by such delay in the distribution of assets”).

As to the surplus only being distributed to shareholders after all debts

and liabilities have been satisfied in full, see:

(@)

Soden v British & Commonwealth Holdings [1998] AC 298, 324 (““T'he
relevant principle is that the rights of members come last, i.e. rights founded on
the statutory contract are, as the price of limited liability, subordinated to the

rights of creditors based on other legal causes of action”);
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16.

17.

(b) Lehman Brothers International Europe [2015] Ch 1 (“Waterfall 1”) at
(98] (“individual creditors may not achieve their full contractual rights when
they are in competition with other creditors, but there is no justice in them not

doing so when they are in competition only with the debtor”).

THE POSITION OF UNSECURED CREDITORS

Creditors have suffered loss and damage as a result of the administration of

LBIE and the uncertainty and delay in the realisation and distribution of its

assets. For example:

M

2

3)

)

®)

They have been prevented by the moratorium from commencing
proceedings against LBIE or exercising similar rights that might

otherwise have been open to them.

They have been required instead to participate in a process of collective
enforcement (including the entry into of various CDDs) which has been

time consuming and expensive.

Such dividends as they have received on their proved debts were delayed
and in almost all cases did not ultimately satisfy in full their underlying

claims in respect of interest and, in some cases, also principal.

They have lost the opportunity to use the money that was owed by LBIE
in their businesses or have incurred the cost of obtaining replacement

funding.

They have had to bear the risks caused by the uncertainty as to the extent

and timing of the distribution of the assets of the estate.

The extent to which creditors will ultimately be left bearing the losses resulting

from such delay depends on the effect of the Rules governing the payment of

interest in the event of a surplus and the extent to which creditors are entitled to

non-provable claims or other compensation for any remaining loss and prejudice.

10



18.

19.

20.

Whilst creditors will have borne the downside risk of any shortfall in the
administration, before it was realised that there would be a surplus, in the
absence of adequate compensation for the delay in the distribution of the assets,
that delay will prejudice unsecured creditors and benefit subordinated creditors

and shareholders.

The Senior Creditor Group contends, in short, that:

(1D The provisions dealing with the payment of interest in the event of a

surplus should be construed in a manner that:

(a) Is consistent with fundamental principles, and thereby respects
and reflects, so far as possible, creditors’ underlying rights and the
interest that they would have received apart from LBIE’s

administration; and

(b) Gives effect, insofar as possible, to the clear legislative intention
to provide the same minimum effective rate of interest at 8%
simple per annum (in accordance with the Judgments Act) on all

claims.

2 If and to the extent that, following the application of those provisions,
creditors have underlying claims which have not been satisfied and
discharged in full, whether in respect of principal, interest or otherwise,

such creditors have a non-provable claim against LBIE.

It would be contrary to principle for any part of the surplus to be distributed to
subordinated creditors or shareholders in circumstances where general unsecured
creditors have claims which have not been satisfied and discharged in full,
whether outside of or pursuant to the statutory scheme and whether in respect of
principal or interest, or have suffered loss and damage as a result of the
insolvency process. This is particularly so where, as in relation to LBIE, the

company is an unlimited liability company.
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21.

22.

Nor should unsecured creditors be prejudiced by further delay in the distribution
of the surplus, or subordinated creditors and shareholders benefit from such

delay:

@) The final dividend on proved debts was paid on 30 April 2014. At that
stage there was a surplus estimated to be in excess of £3.5 billion which,
in accordance with rule 2.88(7), is required to be applied first in payment

of interest, and then in discharge of any non-provable claims.

2 The Administrators have indicated, however, that no payments will be
made in respect of such surplus pending the outcome of the Application.
As a result, creditors who are entitled to the benefit of the application of
the surplus, will not receive the relevant sums for potentially many years.
Absent any compensation for delay in respect of the period between the
date of the final dividend on proved debts and the date on which the
surplus is eventually distributed, such creditors will continue to suffer

further loss and prejudice.

©)) In contrast, rather than being used to compensate creditors for delay, the
subordinated creditors and sharcholders will benefit from any interest
earned on or increase in the value of LBIE’s remaining assets in the
meantime, which include some £6.5 billion in cash, and therefore from

such delay.

It would be contrary to principle for general unsecured creditors to be prejudiced
by and to suffer loss as a result of delay in the distribution of the surplus or for
subordinated creditors and shareholders to benefit from such delay. The Rules
should be construed in the manner contended for by the Senior Creditor Group

in this Skeleton Argument, which will avoid or at least minimise such loss.

12



QUESTION 2

)

23.

24.

25.

26.

27.

28.

INTRODUCTION AND OVERVIEW

Rule 2.88(7) of the Rules provides that:

(13

. any surplus remaining after payment of the debts proved shall, before being
applied for any purpose, be applied in paying interest on those debts in respect of the
periods during which they have been ontstanding since the relevant date”.

Question 2 is concerned with how the amount of such interest is calculated.

This is a question of statutory interpretation, the answer to which depends on the
meaning and effect of rule 2.88(7), construed, in the ordinary way, as part of the
Rules as a whole and in the light of prior legislation, authority and fundamental

principles of the insolvency scheme.

Rule 2.88(7) requires the surplus to be applied in paying interest on proved debts,
in respect of the periods during which they have been outstanding since the
relevant date, before being applied for any other purpose. It does not stipulate

the method for calculating the amount of interest to be paid.

For the purpose of calculating the amount of the surplus to be applied in paying
interest, the Senior Creditor Group contends that dividends previously paid are
notionally treated as having been allocated first to the payment of accrued
interest at the dates of payment of the relevant dividends and then in reduction

of principal.

This approach, known as the “rule in Bower v Marris”, has been consistently held
to be the effect of the insolvency scheme in relation to the calculation of the
amount of interest to be paid in the event of a surplus to those entitled to
interest, under all previous insolvency legislation in England and Wales, both
bankruptcy and corporate, from at least 1743 through to the introduction of the
1986 Act.

13



29.

30.

31.

32.

33.

The rule in Bower v Marris, which has been described as a general equitable rule,
has also been held to apply in other contexts, including the administration of
deceased estates, cases of mortgages, bonds and others securities, and wills and

probate cases concerning the right of a legatee to receive interest on his legacy.

The rule in Bower v Marris has been repeatedly referred to and held to apply in the
principal common law jurisdictions, including Australia, Canada, Scotland,
Ireland, Hong Kong and the United States. No common law jurisdiction has ever
rejected the rule and all that have considered it have adopted it as reflecting the

effect of their statutory scheme.

The rule in Bower v Marris accords with the fundamental principles and policies
underlying the insolvency scheme and exists for reasons of justice and
convenience. It protects creditors against the erosion of their right to receive
interest at the rate to which they are entitled, and which they would suffer if such
interest was calculated on the basis that payments were deemed for this purpose

to be applied first to principal.

There is nothing in any of the legislative materials leading up to the introduction
of the 1986 Act to suggest that the rule in Bower v Marris was considered to be
undesirable, let alone that the legislature intended to reverse the approach which
had, for more than 250 years, been held to be the effect of the statutory regimes.
The only relevant changes that were recommended by the Report of the Review
Committee on Insolvency law and Practice (1982) Cmnd. 8558 (the “Cork
Report” or the “Report”) were to assimilate the positions for bankruptcy and
corporate insolvency and to alter the anomaly in relation to interest on debts
which did not otherwise carry interest (i.e. that under the previous bankruptcy
regime, interest was payable on debts that did not otherwise carry interest but, in
contrast, under the previous corporate insolvency regime, interest was not paid

on debts that did not otherwise carry interest).

The 1986 Act and Rules did not repeal the rule in Bower v Marris. 'There is
nothing in the 1986 Act or Rules which is inconsistent with the continued

application of the rule in Bower v Marvis.
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34.

35.

36.

37.

2

38.

The basic nature and effect of the statutory insolvency regime under the 1986
Act is the same as that of previous statutory regimes. The 1986 Act and Rules
did make certain specific changes in relation to the payment of interest in the
event of a surplus. In particular, the 1986 Act and Rules changed the previous
position by providing all creditors with a right, which applied both in bankruptcy
and in corporate insolvency, to interest at the Judgments Act rate. This had the
effect, on the one hand, of simplifying the previous position in bankruptcy and,
on the other hand, of correcting an anomaly and injustice that had previously
existed in corporate insolvency. There is nothing in such changes inconsistent

with the continued existence of the rule.

The language of rule 2.88(7), and the reference to interest being paid from “any
surplus remaining after payment of the debts proved’, reflects in substance an approach in
principle, and language which has existed in the statutory regime since 1824, and

which has never been regarded as inconsistent with the application of the rule.

The contention that the 1986 Act abolished the rule in Bower v Marris would have
consequences that are contrary to principle and policy and incoherent and could

not have been intended by the legislature.

No subsequent case has suggested that the rule in Bower v Marris has been
abolished or that the approach, which had been consistently followed for the last
250 years, has changed. Instead, authorities at the highest level have continued to
cite with approval earlier well known authorities which applied the rule, including
Re Humber Ironworks, Re Joint Stock Discount Company and Re Lines Bros, and to refer
to the fundamental principles and policies underlying the statutory scheme from

which that rule was derived.

THE RULE

The rule in Bower v Marris addresses the order in which principal and interest are
to be treated as notionally discharged in the course of administration of a solvent

fund, for the purpose of calculating the interest payable.

15



39.

40.

41.

42.

©))

43,

If interest is treated as accruing on principal but not also on interest, the interest
payable fails to provide the creditor with any compensation for any delay in the
payment of interest. As a result, if payments on account are treated as having
been applied first in respect of principal, rather than interest, the creditor will be

worse off.

The rule in Bower v Marris addresses this potential prejudice by providing that, in
the event of a surplus and for the purpose of calculating the amount to be paid in
respect of interest, dividends paid in respect of proved debts are treated as
payments on account, and notionally applied in the ordinary way first in
satisfaction of interest and thereafter to principal. For the avoidance of doubt,

the application of the rule in Bower v Marris is not the same as compounding. See:

Bower v Marris (1841) Craig & Phillips 351 at 359.

Given that prior dividends were paid in process of law, and without any contract
or agreement between the parties, the account is required to be taken, as Selwyn
L] held in Re Humber Ironworks and Shipbuilding Company (1868-69) LR 4 Ch App
643 at p.645 “in the ordinary way ... by treating the dividends as ordinary payments on
acconnt, and applying each dividend, in the ordinary way; that is, in the manner pointed out in

Bower v Marris ...”.

The operation of the rule was summarised in Re Lines Bros (No.2) [1984] 1 Ch 438
at p.441G-H as follows":

“Under the rules laid down by those authorities dividends are notionally applied first
in satisfaction of post-liguidation interest accrued down to the date of the relevant
dividend and thereafter to capital. Interest is then calculated on the notionally reduced
capital balance down to the next dividend and so on’”.

THE EFFECT OF THE RULE

The effect in an insolvency proceeding of calculating interest in this manner can

be shortly illustrated:

6

The operation of the rule in Bower v Marris was common ground between the parties in
that case. The summary is taken from the report of the argument by Potts QC, acting
for the liquidators in that case.
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M

2

3)

Assume a single dividend sufficient to pay 100p in the £ on proved debts
was paid in respect of a provable claim against LBIE in April 2014. As at
that date, the surplus in the LBIE estate was to be applied in paying
interest on those proved debts at the applicable rate in respect of the

periods during which they have been outstanding since the relevant date.

Assume the surplus is not applied in paying interest for, say, a further
year (the actual delay is likely to be longer for the reasons set out in
paragraph 11 above). If, for the purpose of calculating the amount of
such interest, the dividend is treated as having been paid in respect of
principal, creditors will not be compensated for the consequential loss in
the time value of money in receiving the amount of such interest and will,
as a result, effectively not receive the stipulated rate of interest. Equally,
the time value of such unpaid interest entitlements will accrue for the
ultimate benefit of shareholders. The same effect occurs where a series of
dividends is paid, culminating in a final dividend, save that the prejudice

occurs with every dividend.

The effect of the rule in Bower v Marris is that creditors will continue to
receive compensation for the time taken by the company to discharge its

liabilities until both principal and interest are paid in full.

The diminution in the effective rate of interest received (which increases as time

passes), can be illustrated by the following chart which compares the recovery of

8% simple interest against the recovery rate consequent upon Wentworth’s and

the Administrators’ position:
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45.

Set out below are two tables showing the effect of calculating the amount of
interest to be paid out of the surplus, depending on whether, for that purpose,
dividends are treated as having been applied first in respect of principal or first in
respect of interest. These tables demonstrate the commercial importance of the
rule in this case: if the rule in Bower v Marris is not applied, the Senior Creditor
Group estimates that creditors will, in the absence of other compensation for
delay’, be deprived of at least £800 million of interest to date and around £40
million of interest for every month between today and the date on which interest

is actually paid by the Administrators.

As to other compensation for delay, see also Question 39.
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Table summarising effect of Bower v Marris

[ Judgment Act Rate [ 8% |
[ Admitted Debt (in £ billions) [ 13.1 |
Actual Sums PWC/Mentworth Actual Sums
BvM Dividends Paid Dividends Paid
Date (p in the £) (in £ billions) (p in the £) (in £ billions)
15-Sep-08
30-Nov-12 25.2 3.29 25.2 3.29
28-Jun-13 43.3 5.65 43.3 5.65
29-Nov-13 23.7 3.10 23.7 3.10
30-Apr-14 7.8 1.02 7.8 1.02
| 31-Dec-15 1 47.9 | 6.3 1 38.5 1 5.0 1
lifustration of monthly loss to creditors (under 8% Judgment Act Rate) of time value of money if last dividend is delayed
Time Value
Actual Sums Paid Loss to
Under Different Dates Creditors
Date of last dividend paid by LBIE (Ebn.) (£ million)
31-Dec-15 6.26
31-Jan-16 6.29 38
29-Feb-16 6.33 35
31-Mar-16 6.37 38
30-Apr-16 6.40 36
31-May-16 6.44 38
Average monthly loss
Table showing calculation under Bower v Marris
[ Judgment Act Rate | 8%
TABLE A : DIVIDENDS ON £100 CLAIM
(in £)
Simple Accrued Interest
Interest Paid on Dividend
Accrued on Date {incl. prior Accrued Interest Capital
Periods Days Dividends Paid | Dividend Date | Unpaid Interest) | Unpaid during period | Capital Repaid| Outstanding
From To £100.0
15-Sep-08 30-Nov-12[ 1,537 £25.2 £337 £25.2 £85 £100.0
30-Nov-12 28-Jun-13 210 £43.3 £4.6 £1341 £30.2 £69.8
28-Jun-13 28-Nov-13 154 £237 £2.4 £2.4 £21.3 £48.4
29-Nov-13 30-Apr-14 152 £7.8 £16 £18 £6.2 £42.3
[ 30-Apr-14 [31-Dec-15] 610 £47.9 £5.7 £57 £42.3
[ Total | £14795 £47.9 £100.0
TABLE B : DIVIDENDS ON £13.1 BILLIONS OF ADMITTED DEBT
(in £ billions)
Simple Accrued Interest
Interest Paid on Dividend
Accrued on Date {incl. prior Accrued Interest Capital
Periods Days Dividends Paid | Dividend Date | Unpaid Interest) | Unpaid during period | Capital Repaid| Outstanding
From To
15-Sep-08 30-Nov-12[ 1,537 £33 £4.4 £33 1.1 £131
30-Nov-12 28-Jun-13 210 £5.7 £0.6 £1.7 £4.0 £9.1
28-Jun-13 29-Nov-13 154 £3.1 £0.3 £0.3 £28 £6.3
29-Nov-13 30-Apr-14 152 £1.0 £0.2 £0.2 £0.8 £5.5
[ 30-Apr-14 [31-Dec-16]  &10 £6.3 £0.7 £07 [ £5.5 |
[ Total | £19.4 £0.3 |
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46.

47.

48.

49.

THE ORIGINS AND ESTABLISHMENT OF THE RULE IN
INSOLVENCY

The rule in Bower v Marris has been held to apply in the context of all previous
corresponding insolvency legislation in England and Wales, both bankruptcy and

corporate, between at least 1743 and the introduction of the 1986 Act.

Wentworth and the Administrators accept in their Position Papers that the rule in
Bower v Marris applied prior to 1986, but contend that it is no longer applicable

following the introduction of the 1986 Act and Rules: see, for example:

(1) Wentworth’s Position Paper at [11] and [12] (“That law is no longer applicable
Jfollowing the enactment of Rule 2.88”) and [15.3]-[15.5].

2 The Administrators’ Position Paper at [15.2] (“the new law, after the 1986
legislative reforms, has moved away from the old law under Bower v Marris”) and

[16.2].

This section of the Skeleton Argument starts by considering the statutory history
and the pre-1986 authorities in some detail (see paragraphs 50 to 98 below). It
will be seen, from that history, that the features of the post-1986 regime which
Wentworth and the Administrators submit are inconsistent with the rule in Bower
v Marris were also features of the previous regime, and that the arguments of
construction that they now make based on those features are arguments which
were also made and authoritatively rejected in cases decided under the previous

regimes, in some cases as long as 250 years ago.

When considering the development of the rule in Bower v Marris prior to 1986, as
considered below, it is helpful to bear in mind the following specific points about
the development of the statutory regime so far as the entitlement to post-

insolvency interest is concerned:

@) The bankruptcy legislation originally contained no express provision
dealing with creditors’ right to post-insolvency interest out of any surplus.

The position as it existed both before and under Anne 4 & 5 Cap. 17 (the
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3)

)

®)

“Bankruptcy Act 1705”) was considered in Bromley v Goodere in 1743.
Such an entitlement was nevertheless held to be inherent in the statutory
scheme, to the extent that creditors had a separate right to interest

whether contractual or otherwise”.

Section 129 of 5 George IV Cap. 98 (the “Bankruptcy Act 1824”)
contained an express provision in bankruptcy for the payment of post-
insolvency interest in the event of a surplus after payment of debts
proved, thereby codifying the effect of the earlier cases, and also
introduced a right to interest on debts that did not otherwise carry an
entitlement to interest. This provision was re-enacted in section 132 of 6
George IV Cap. 16 (the “Bankruptcy Act 1825”). The position after the
changes made by the 1824 and 1825 Acts was considered in Bower v Marris
in 1841.

The rule in Bower v Marris was first held to apply in corporate insolvency,
some 30 years after that case had been decided, in the various well known
cases in 1869 and 1870 concerning the liquidations of the Humber
Ironworks and Shipbuilding Company and the Joint Stock Discount
Company.

At this stage the corporate insolvency legislation did not contain a
provision equivalent to the provision in section 129 of the Bankruptcy
Act 1824, entitling creditors to interest in the event of a surplus on debts
that did not otherwise carry interest. An attempt had been made to
introduce such a provision in 1862, but the relevant part of the order was

held to be #ltra vires'.

The fact that such creditors were not entitled to interest was described as
unjust by Giffard L] in Re Hwmber Ironworks and Shipbuilding Company
(1868-69) LR 4 Ch App 643 at p.648. Similar statements were made in a

For this reason the bankruptcy cases before 1824 are necessarily concerned with
creditors who had a pre-existing right to interest.

For this reason the cases dealing with the rule in corporate insolvency during this period
necessarily also concerned creditors who had a contractual right to interest.
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number of further cases in the period leading up to the introduction of
the 1986 Act. For example, in Re Ro/ls-Royce L#d [1974] 3 All ER 646
Pennycuick V-C commented at p.650h-i that “There appears to be no reason
in principle why in this particular respect, namely the payment of interest for the period
of administration where there is a surplus, different rules should apply in one case and
in the other. Again, the bankruptcy rule appears to be eminently fair. The creditor is
compensated for being kept out of his money during the period of administration”,
adding at p.653b that the difference between bankruptcy and corporate

insolvency in this respect “appears to be withont logical foundation”.

The Cork Report regarded the absence of such a provision in corporate
insolvency as “an anomaly” and considered that interest should be payable
in the event of a surplus in the same way in both bankruptcy and

corporate insolvency; see at [1382]-[1380].

The anomaly and injustice was finally remedied in relation to liquidation
by the introduction of section 189 of the 1986 Act, which entitled
creditors whose debts did not otherwise carry interest, to post-insolvency
interest at the rate specified in the Judgments Act rate. Rule 2.88(7) is
derived from section 189. This effectively introduced, into corporate

insolvency, a right which had existed in bankruptcy since 1824.

@) The statutory position before Bromley v Goodere

50. The first relevant Act is 34 & 35 Henry VIII Cap. 4 (the “Bankrupts Act 1542”).

M

It required creditors to seek satisfaction through a process of collective
enforcement. There was no provision for discharge of the bankrupt. If
the process did not discharge the bankrupt’s liabilities in full, creditors
were entitled to claim any shortfall from the bankrupt. The bankruptcy
process thus merely affected the way in which creditors’ rights could be

enforced, but otherwise left them untouched.
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51.

52.

53.

54.

2 It provided that the bankrupt’s assets were to be sold and distributed “%
every of the said Creditors, a Portion Rate and Rate like, according to the Quality of
their Debts”. 'This is the origin of the pari passu rule.

The position remained essentially the same following the enactment of 13
Elizabeth Cap. 7 (the “Bankrupts Act 15717). That Act also provided for the
appointment of Commissioners who could be required to make a declaration as
to how the bankrupt’s assets had been applied and “... 7o make Payment of the
Overplus [1.e. the surplus| of the same, if any such shall be, to the said Bankrupts”. This is

the first reference to the concept of the surplus.

The Bankrupts Act 1571 was considered by Lord Hardwicke in Bromley v Goodere
at p.50-51 (considered further below at paragraphs 56 to 67):

@) Although the Act did not, at this stage, expressly identify the debts which
were entitled to be paid pari passu, Lord Hardwicke held at p. 51 that “z

means debts due at the time of the bankruptcy”.

2 He alluded to the reference to the surplus and to the fact that creditors
had full power to recover the residue of their debt “i like manner and form,
as he should have done and might have done before the mafking of this acf” and said
at p.51 “this shews the surplus to be paid over to the bankrupt is only the surplus
after payment of the whole debts”, including interest accruing on debts carrying

interest since the date of bankruptcy.

Thus, as early as 1571, the bankruptcy regime already included the fundamental
concepts of the collective process of enforcement: the pari passu distribution of
the bankruptcy estate in respect of debts; a cut-off date for such debts of the
commencement of the bankruptcy; a surplus; the rights of creditors to payment
of any debts (including post-bankruptcy interest) not satisfied by such
distributions out of the surplus; and the entitlement of the bankrupt to any

residue.

Two further relevant Acts are 1 Jac. 1 Cap. 15 (the “Bankrupts Act 1603”) and 21
Jac. 1 Cap. 19 (the “Bankrupts Act 1623”):
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®)

56.

57.

@) The Bankrupts Act 1603 clarified the position which already existed
under the Bankrupts Act 1571 by expressly providing in section 15 that
the surplus returnable to the bankrupt was the surplus arising “affer full

satisfaction of creditors” (emphasis added).

2 The Bankrupts Act 1623 introduced the process of proving debts by
examination on oath and expressly provided in section 9 that interest
could not be proved in the commission. In Bromley v Goodere, Lord
Hardwicke explained at p.51 that “T'his act only meant to exclude creditors from
the benefit of the penalty as against creditors, and not as against the bankrupt
himself”.

The next major development occurred with the enactment of Anne 4 & 5 Cap.
17 (the “Bankrupts Act 1705”) which introduced, for the first time, in section 7
the concept of discharge of the bankrupt from debts due before the time of

bankruptcy. Its effect was considered by Lord Hardwicke in Bromley v Goodere.

Bromley v Goodere (1743)

Bromley v Goodere, to which the existence of the rule is often traced, held that
creditors were entitled to post-insolvency interest and that such interest was to be

calculated in accordance with what became known as the rule in Bower v Marrss.

The case concerned the bankruptcy of Sir Stephen Evance who had become
bankrupt in 1711. The Commissioners had allowed interest only until the date of
the commission. Creditors subsequently received 20s in the pound, leaving a
surplus in the hands of the Commissioners. An application was issued in 1738 to
determine whether creditors were entitled to interest on their debts for the period
after the commencement of the bankruptcy and, if so, on what basis. In that
context, it was argued that the effect of discharge introduced by the Bankrupts
Act 1705 meant that creditors could no longer claim interest before the surplus

was returned to the bankrupt. Judgment was given in 1743.
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58.

59.

60.

Lord Hardwicke started by saying at p.50 that “7# would be an extraordinary thing, that

the delay of payment should prevent the creditor from having interest out of an estate able to pay

Jor it, when interest is in all cases given for delay of payment”.

He then considered at p.50-1 the various statutes prior to the introduction of the

Bankrupts Act 1705. In this context:

M

2

3)

)

He referred to the fact that the debts in respect of which distributions
were to be made were “debts due at the time of the bankruptey” but said that
“this construction must be confined to cases where there is a deficiency, for it is then

only the creditors are to have a portion rate-like”.

He alluded to the reference to the surplus in the Bankrupts Act 1571 and
to the fact that it left “full power to the creditor to recover the residue of his debt, in
like manner and in like form, as he should and might have done before the mafking of
this act” and said that this indicated that “zhe surplus to be paid over to the
bankrupt, is only the surplus after payment of the whole debts; for it would be vain to
pay any other surplus, when it might have been recovered from him again by the

creditors”.

He referred to the practice of the Commissioners when ascertaining debts
of computing interest only to the time of issuing the commission, but
held that this “has been used only as the best method of settling the proportion among

the creditors, that they might have a rate-like satisfaction”.

He considered the argument that “a// creditors come under the terms of the
commission, which is to have interest no further than the time of the commission”,
saying that “7f that was the rule of law, to be sure they must abide by it; but there is

1o such rule”.

Lord Hardwicke then considered at p.51-2 whether the introduction of the

concept of discharge by the Bankrupts Act 1705 affected matters. He concluded

that it did not, because “it was meant to discharge the person of the bankrupt, and bis

estate subsequently accrued, and not the estate in the hands of the assignee”.
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62.

63.

64.

He supported his conclusion that creditors were entitled to post-insolvency
interest that they were owed, out of any surplus arising after payment of debts

proved, by two points:

@) The first concerned the fact that the bankrupt’s estate may have earned
interest as a result of the delay; “suppose from the difficulty of getting in the
bankrupt’s effects, and by bis estate’s carrying interest, there should be a surplus, it

would be absurd to say the creditors should not have interest likewise”.

2 The second concerned the fact that the 1705 Act now included a
provision for mutual credit, explaining that “z is absurd to say they shonld
stop interest on the creditor’s debt at the same time of issuing the commission, and carry

on interest on the bankrupt’s demand’.

The declaration and order made by Lord Hardwicke is at p.52. It stated, amongst
other things, that the Master should “fake an account of what has been paid to such
creditors by way of dividends, and what has been so paid to be applied in the first place to feep

>

down the interest, and afterwards in sinking the principal ...”. 'This part of the order
embodies the approach which subsequently became known as the rule in Bower »

Marris.

It is to be noted that interest was ordered to be calculated in accordance with the
rule in Bower v Marris, by treating dividends as applied in respect first of interest
and then principal, despite the fact that, as required by the then statutory regime,
dividends were paid in respect of proved debts, and thus in respect of principal
and interest to the date of commission and not post-insolvency interest, and such
dividends needed to have discharged such proved debts in full before any

question as to the application of the surplus could have arisen.

The decision in Bromley v Goodere was prior to the introduction of section 129 of
the Bankruptcy Act 1824 and was therefore concerned solely with creditors who

had a contractual right to interest'’.

10

The decision also pre-dated the power to award interest on judgments, which was first
contained in section 17 of the Judgments Act 1838 (as to which, see paragraph 73
below).
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65.

66.

67.

In Re Langstaffe [1851] O] No 238, Esten VC, in the Upper Canada Court of
Chancery, explained the application of such an approach, in the course of a
lengthy discussion of the statutory regime and the decision in Bromley v Goodere, at

p-4 as follows:

“It was obviously the intent of these acts that by virtue of the commission and the
remedy reserved against the debtor, the creditor should receive full satisfaction in the
same way as if no bankruptey had occurred; which would not have been the case,
however, had the payments under the commission received a different appropriation
from what would have been made without the bankruptey; for in this event the creditor
would have been deprived of the interest which would otherwise have accrued upon
principal then remaining undischarged, but by this process paid before interest. 1t was
absolutely necessary, in order to accomplish the intent of the legislature, that the debt
should continue in the same plight after the bankruptey as before, and should yield
interest in the same way, and that the payments under the bankruptcy should be
applicable firstly in discharge of interest and then in sinking principal; the consequence
of which was, that the proof of principal and interest then due under the commission
was, as 1 before suggested, merely |a] matter of arrangement for the purpose of
ascertaining the amount payable to each creditor in the event of a deficiency”.

The decision in Bromley v Goodere was and is consistent with fundamental features
of the insolvency scheme including, in particular, that the process of collective
enforcement leaves the legal rights of creditors unaffected, save to the extent of
actual payment; that in the event of a surplus matters are approached as if there
has been no insolvency; and that the bankrupt’s debts and liabilities must be

satisfied in full before any assets can be returned to the bankrupt''.

The decision of Lord Hardwicke was subsequently regarded and described as a

“seminal decision”:

@) In ex parte Mills (1793) 2 Vesey Junior 295; 30 ER 640 the Lord

Chancellor Lord Loughborough commented that “I# was with surprise, that

11

The decision was also consistent with a number of prior cases in which payments had
been appropriated first to interest rather than principal: see Haynes v Harrison (1668) 1
Cases in Chancery 105; 22 ER 716; Chase v Box (1702) Free, 261 and Bostock v Bostock
(1724) 8 Modern 242; 88 ER 173.
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I heard that case of Bromley v Child” questioned. It has now been confirmed by every
Judge, who has sat in this Court ... It is perfectly well founded. Any other conclusion
would have been erroneons. 1 should think, it would be removing landmarks to disturb
it at the distance of fifty years. But if the point was new, my assent goes to the
reasoning as well as the authority ... The case has often occurred since; and without
any variation Lord Hardwicke's line has been pursued by every Judge. Therefore, if 1
should consider that as a question now open, nothing would be fixed or certain in law

and the practice of this Court in the exposition of statute law”.

2 In ex parte Champion (1792) 3 Bro CC 436 the order obtained was the
same as that made by Lord Hardwicke in Bromiey v Goodere, in which
respect the law reporter noted “The terms of the order made in this matter serve

now as a precedent, and are invariably followed’.

(3 In Bower v Marris (1841) Craig & Phillips 351; 41 ER 525 (see further
below), Lord Cottenham, commented that “If zhere had been no decision upon
this subject, 1 should have thought these reasons conclusive in favour of the mode of
calculation adopted by the Master; but 1 find from the year 1745 to the case of ex
parte Higginbottom (2 G 123), in 1826, a succession of cases in which this
principle was acted upon; and althongh it was not, in all, [a] matter of adjudication,
they prove that such was the recognised rule, so well understood as not to be the subject

- 13
of question” .

Bankruptcy Acts 1824 and 1825

Further bankruptcy statutes were enacted between the Bankrupts Act 1705 and
the decision of Bower v Marris in 1841, although the following paragraphs only

deal with those aspects that are relevant to the question of interest'*.

12

14

The reference to Bromley v Child in the report is a mistake. The case cited in ex parte Mills
was Bromley v Goodere. Although Bromley v Child (1744) 1 Atk 259 was also a decision in
relation to the bankruptcy of Sir Stephen Evans, it is irrelevant.

The decision, and English cases following it, has been referred to as well established and
seminal in many other common law jurisdictions (see paragraphs 99 to 108 below).

Various notable changes were introduced during this period, including, for example, the
introduction of the right to prove for future debts, discounted back to the date of
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In Bromley v Goodere, Lord Hardwicke had referred at p.52 to the fact that the
effect of his ruling was that “creditors upon simple contract may have a better satisfaction
than creditors by speciality, for the speciality creditors cannot have more than their penalties,
whereas creditors by notes carrying interest will have their whole interesf’. Whilst creditors
who were otherwise entitled to post-insolvency interest had been held to be
entitled to interest out of the surplus, there was, at this stage, no provision for

interest to be paid to creditors whose debts did not otherwise carry interest.

The position in relation to post-insolvency interest was considered in various
subsequent cases prior to Bower v Marris; see, for example, ex parte Morris (1790) 1
Ves Jun 132; 30 ER 260; ex parte Mills (1793) 2 Ves Jun 295; 30 ER 640; Butcher v
Churchill (1808) 14 Ves Jun 567; 33 ER 638; and ex parte Koch (1813) 1 Vesey &
Beames 342; 35 ER 134. In ex parte Mills, the Lord Chancellor referred to the
fact that the only criticism that he had ever heard of Bromley v Goodere was that it
was hard that a bond should be in a worse position than a note, because the
interest in one case is limited by the penalty, and in the other case goes on to

actual payment.

This criticism was addressed in 1824/1825". Section 129 of 5 George IV Cap.
98 (the “Bankruptcy Act 1824”) introduced, for the first time, an express
provision dealing with creditors’ entitlement to post-insolvency interest and, at
the same time, also introduced a right to post-insolvency interest on debts that

did not otherwise carry interest. It provided that:

“the Assignees shall not pay such Surplus, until all Creditors who have proved under
the Commiission shall have received Interest upon their Debts, to be caleunlated and paid
at the Rate and in the Order following: (that is to say), all Creditors whose Debts are
now by law entitled to carry Interest in the Event of a Surplus, shall first receive
Interest on such Debts at the Rate of Interest reserved or by Law payable thereon, to be
calculated from the Proof thereof; and after such Interest shall have been paid, all other
Creditors who have proved under the Commission shall receive Interest on their Debts
from the Proof at the Rate of Four per Cent.”.

15

payment at a statutorily defined rate; see Bankrupts Act 1809. But such changes are not
relevant to Question 2.

The provisions of the 1824 Act were due to come into force on 1 May 1825 (section
133). On 2 May 1825, the 1824 Act was repealed by the 1825 Act (section 134).
Accordingly, the 1824 Act was not in force for any material period of time, being
immediately superseded by the 1825 Act.
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This provision was re-enacted in section 132 of 6 George IV Cap. 16 (the
“Bankruptcy Act 1825”), in identical terms, save that the later section provided
that interest was to run from the date of the commission, rather than from the

date of proof.

Shortly afterwards, and outside of insolvency proceedings, a right to interest, also
at 4 per cent, on a judgment was introduced by section 17 of 1 & 2 Victoria Cap.
110 (the “Judgments Act 1838”).

Bower v Marris (1841)

In Bower v Marris a creditor proved in a debtor’s bankruptcy for sums due under
an interest bearing bond in respect of which the bankrupt was a co-obligor. As
at the date of the commencement of the bankruptcy in 1805, £13,655 was owed
in respect of principal and £455 in respect of interest. Those sums were proved
in the bankruptcy. Difficulties in realising the estate led to a delay in the payment
of dividends. In total, six dividends were paid over a period of 22 years, at the
end of which the proved debts had been paid in full. There remained, however, a

surplus in the estate.

The creditor argued that £15,064 still remained due on the bond on the basis
that, in the light of the surplus, he was entitled to interest on the bond from the
commencement of the bankruptcy, calculated by treating prior dividends as

having been allocated first to interest and thereafter to principal.

The Assignees objected to such an order being made. They contended that this
would be contrary to the statutory scheme, including the fact that the dividends
had been paid in respect of principal. Lord Cottenham summarised the argument

as follows:

“they bad insisted, in substance, that inasmuch as the debt in respect of which
dividends were declared in bankruptey, was the amount of principal and interest due at
the date of the commission, the receipt of each dividend by the creditor operated as an
extinguishment of such principal and interest respectively, to the exctent of the portion of
the dividend which was attributable to each, and consequently, that in computing what
was due upon the bond from the estate of Joseph Marris, the Master ought to confine
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himself to a calculation of interest upon principal from time to time remaining due
according to that mode of applying the dividends”.

The argument made was, in substance, identical to the argument of construction
now made by Wentworth and the Administrators on the effect of the 1986 Act,
that interest cannot be calculated on the basis that prior dividends are treated as
applied first to interest, because pursuant to the statutory scheme they had been

paid in respect of principal. Thus, for example:

(1) Wentworth contends in its Position Paper at [8] that “Ruke 2.88(7) permits
Statutory Interest to be paid ‘from the surplus remaining after the payments of debts
proved’, and thus requires the whole of the debts proved to have been actually paid
before any entitlement to Statutory Interest arises. This preciudes any part of the
amounts paid by way of dividend on proved debts to be attributable to interest accruing

after the commencement of the administration”.

2 The Administrators contend in their Position Paper at [12] and [13] that
“Rule 2.88(7) makes it plain that payment of Statutory Interest may only occur after
proved debts have been satisfied in full” and that “payment of dividends to creditors to
the point where it is identified that there is a surplus must have been as ‘payment of

debts proved’ (i.e. the principal of the debts, not interest on them)”.

The Master overruled the Assignees’ objections, who petitioned seeking an order
that the matter be referred back to the Master with a declaration that each
dividend under the bankruptcy, when declared and paid, was to be attributed to
the amount of the debt proved; that is principal money and the interest due

thereon at the date of commission.

The Lord Chancellor, Lord Cottenham, dismissed the petition and upheld the
approach of the Master:

@) He described the approach of the Master at p.526 as “zhe ordinary mode of
calculation” saying that “no creditor wonld apply any payment to the discharge of the

principal while any interest remained dne’. He explained that “7f, therefore, these
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had been merely payments on account, there would be no question between the

parties”™"".

He referred at p.526 to the Assignee’s argument that the payments by way
of dividends under the bankruptcy were “appropriated and were paid to and
received by the oblige on account of so much principal money, and therefore that interest

from that time ceased upon the amount of such principal money ...”.

He said that the matter depended on the intended effect of the legislation,
saying at p.527 that “as this mode of payment is regulated by Acts of Parliament,
the doctrine of appropriation, which is founded wupon the intention, expressed or
implied, of the debtor or creditor, cannot have any place in the consideration of the

present question”.

He explained that, if the creditor was bound to apply the payments to the
discharge of principal, because they were made under the bankruptcy “be
s a loser by the bankruptey, althongh the whole of the principal and interest is
ultimately paid”.

Lord Cottenham rejected the Assignees’ argument that the effect of the statutory

scheme necessarily required the dividend payments to be treated, in the event of

a surplus, as having been applied in payment of principal. He said at p.527:

“That would be, manifestly, most unreasonable and unjust, and is attempted to be
supported only by the supposed appropriation of the dividends to the payment of so
much of the principal: but in fact, there is no such appropriation. The interest stops at
the date of the commission, and, though subsequent interest becomes due it is not
provable under the commission.  The bankrupt’s estate is taken from him by the
commission; and the law, in order to make an equal division among the creditors, pays
to each a dividend upon the debt proved. But this is merely an arrangement for the
convenience of the debtor’s creditors. The bankrupt continues indebted for the principal
and the interest accrued since the commission, although his certificate, if he obtains one,
protects against the liability to the debt; and being so indebted, payments are made ont

16

This is consistent with the general rule that where there is no appropriation by either
debtor or creditor in the case of a debt bearing interest, the law will (unless a contrary
intention appears) apply the payment to discharge any interest due before applying it to
the earliest item of principal; see e.g. Chitty on Contracts (315t ed.) at 21-068.
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of the estate to the oblige. Why should such payments have a different effect than they
would have had if made by a solvent obligor?”

In effect, in the event of a surplus and for the purpose of calculating the amount
of that surplus to be paid as interest, prior dividends are notionally re-

characterised as having been paid first in respect of interest and then principal.

This reasoning is consistent with and reflects the fundamental features of the
statutory regime, including in relation to the effect of the collective process of
enforcement in respect of provable debts, the position in the event of a surplus
and that the bankrupt’s debts and liabilities must be satisfied in full before any

assets are returned to the bankrupt.

Lord Cottenham then referred to section 132 of the Bankruptcy Act 1825, which
expressly provided for the payment of interest in the event of a surplus first at
the rate reserved or by law payable and then to all other creditors who did not

have such a right at 4% per annum. He commented that (emphasis added):

“By [5.132 of the Bankruptcy Act 1825] the bankrupt is not to receive the surplus
until all creditors have received interest on their debts, to be calculated from the date of
the commission. This provision obviously intended to make good to the creditors that
interest which, by the course of administration in bankruptcy, they had lost. Interest is
stopped at the date of the commission, becanse it is supposed that the estate will be
deficient; it proves to be more than sufficient: Why is the creditor to suffer, and the
bankrupt to benefit, by attributing the dividends fo principal, instead of to the interest
due? The creditor in that case will not have received interest upon bis debt to the same
extent as he wonld if there had been no bankruptey, and yet the Act must have
intended to place him in as favourable a situation”.

No distinction was drawn by Lord Cottenham between different parts of section
132 of the 1825 Act. Nor was there any suggestion that the rule in Bower v Marris
applied in relation to interest reserved or by law payable referred to in the first
part of section 132 but not to interest at the prescribed rate payable under the

second part of section 132. To the contrary, Lord Cottenham referred to the fact
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that the bankrupt was not to receive the surplus until “a//’ creditors had received

interest on their debts'’.

Bower v Marris concerned a debt for which the bankrupt was a co-obligor. In this
context, Lord Cottenham made the further point at p. 527 that it could not be
right that dividends should be treated as payable in respect of principal, so as to
allow the co-obligor to have the benefit of this, as “That would be, manifestly, most

unreasonable and unjust”.

Lord Cottenham concluded at p.527 that, even if there had been no decisions on
the subject, such analysis of the statutory regime would have conclusively
established that the Master’s approach was correct, but continued by saying that
“I find from the year 1745, to the case of ex parte Higginbottom ... a succession of cases on
which this principle was acted upon; and although it was not, in all, |a] matter of adjudication,
they prove that such was the recognised rule, so well understood as not to be the subject of
guestion”.  He then referred to various cases including Bromley v Goodere,
commenting in relation to Bromley v Goodere, that this was the opinion of that great
Judge of the justice of the case, “without the aid which the statute now affords” (i.e. the

Bankruptcy Act 1825).

The rule in Bower v Marris is no more than a short-hand reference to the effect of
the statutory scheme, as authoritatively determined by the authorities for the last
250 years. Although it was in this sense initially Judge-made law, it is no
different, in this respect than, for example, the authorities holding that the
statutory provisions dealing with insolvency set-off are mandatory, automatic and

retroactive, or that attempts to contract out of the pari passu principle are void.

Bankruptcy Consolidation Act 1849

Section 197 of 12 & 13 Victoria Cap. 106 (the “Bankruptcy Consolidation Act
1849) re-enacted section 132 of the Bankruptcy Act 1825 in substantially the

same terms. The legislature thereby approved the continued application of the

17

Note that in Bower v Marris the total amount calculated as payable under the bond
(£29,174) exceeded the penalty under the bond (£26,400).
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rule in Bower v Marris in relation to bankruptcy; see, for example, Barras v Aberdeen

Steam Trawling and Fishing Company Litd [1933] AC 402 at p.411-412 .

Companies Act 1862

The rule in Bower v Marris was held also to apply in corporate insolvency in the
four well known cases in 1869 and 1870 concerning the Humber Ironworks and

Shipbuilding Company and the Joint Stock Discount Company.

The relevant Acts at this stage were the Companies Act 1862 and Companies Act
1867. The Companies Act 1862 introduced the concept of limited liability for
corporations. The introduction of limited liability did not affect the analysis, any
more than had the introduction of the concept of discharge in bankruptcy. All it
did was limit the liability of shareholders and, as a result, also removed the
remedy of execution by the creditor directly against the shareholder that had
previously existed under the Joint Stock Companies Act 1844, requiring instead
such liability to be enforced through the collective process of winding up. It did
not otherwise affect the relative rights or priority of creditors and shareholders.
In short, the process left the legal rights of creditors unaffected, save to the
extent of actual payment, and the position remained “wembers last’; see Oakes v
Turgnand (1867) LR 2 HL 325 especially per Lord Cranworth where the effect of
the introduction of limited liability is discussed at p.362-365.

Section 170 of the Companies Act 1862 treated the rules of Chancery as
applicable in winding up proceedings. The winding up rules were contained in an
Otrder in Chancery dated 11 November 1862 (the “1862 Order”). As originally
published those rules contained, in rule 26, a right to interest on debts that did
not otherwise carry interest, which was to similar effect as section 129 of the
1824 Act. This rule was, however, held to be w/tra vires; see, for example, Re
Hatfeld Patent Cask Company (1863) 2 NR 503; 11 WR 971; and Re Herefordshire
Banking Co (1867) LR 4 Eq Cas 250. Accordingly, at this stage there was no
provision in corporate insolvency, equivalent to the provision for interest at the

prescribed rate contained in section 132 of the Bankruptcy Act 1825.
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Re Humber Ironworks and Re Joint Stock Discount Company

The first of the four cases is Re Humber Ironworks and Shipbuilding Company (1868-

069) LR 4 Ch App 643. It dealt with the right in corporate insolvency to post-

insolvency interest. Whilst the case is more often cited for its decision that post-

insolvency interest is not provable and for Selwyn LJ’s striking image that “#he #ree

must lie as it falls”, it also dealt with the position in the event of a surplus and in

that situation held that the rule in Bower v Marris applied:

M

2

3)

Selwyn LJ stated at p.645 that the matter had come before the Court of
Appeal on the recommendation of the Master of the Rolls “zhat we may
decide, so far as the anthority of this Court can decide, what is to be the rule applicable
to such cases” saying that “z is satisfactory, that in forming that decision we are not
Settered by any rule which obliges us to depart from what appears to us to be the justice

of the case”.

He said that there was “no doubt or difficulty” as to the position in the event
of a surplus. He explained that “I apprebend that in whatever manner the
payments may have been made, whether they were originally made in respect of capital
or in respect of interest, still, inasnuch as they have all been paid in process of law, and
without any contract or agreement between the parties, the account must, in the event of
their being an ultimate surplus, be taken as between the company and the creditors in
the ordinary way; that is, in the manner pointed out in Bower v Marris, by treating the
dividends as ordinary payments on account, and applying each dividend, in the first
Pplace, to the payment of interest due at the date of such dividend, and the surplus (if
any) to the reduction of principal’. In other words, in the event of a surplus,
the account was be taken in the ordinary way, and previous dividends
must, for this purpose, be treated as having been ordinary payments on

account, and applied first to interest and then to principal.

Giffard L] explained at p.647 that the rule laid down by Selwyn L] was
the rule in bankruptcy, adding “That rule was, as has been said, Jndge-made law;
but it was made after great consideration ...” and explaining that “as soon as it is
ascertained that there is a surplus, the creditor whose debt carries interest is remitted to

his rights under his contract”.
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The position was addressed in three further decisions of the Court of Appeal in

1869 and 1870. In each case the Court rejected an argument that, in the event of

a surplus, dividends must continue to be treated as having been appropriated to

principal, and upheld the rule in Bower v Marris:

M

2

3)

Re Joint Stock Discount Company (No.1) (1868-69) LR 5 Ch App 86 involved
a creditor who had a claim against the estates of two companies in
liquidation. The creditor had received 20s in the pound on his proved
debt from the two estates and now sought the interest which had accrued
since the commencement of the winding up. The debtor argued that the
interest claimed was not due because the dividends had been
appropriated to principal. Giffard L] rejected this argument at p.88,
saying “But that is a mistake. The rule which has been made has no such effect. It
is a rule adopted because it is found a_just and convenient rule for the administration
and realisation of assets under the particular bankruptey or the particular winding up;

but it is not meant at all to interfere with the rights of the creditor ...”

Re Humber Iromworks and Shipbuilding Company (No.2) (1868-69) LR 5 Ch
App 88 concerned whether a creditor who holds security is entitled to
receive dividends to the full amount of his principal, whilst also relying
on his security until the full amount of interest has also been satisfied.
Giffard L] held that issue was concluded by his decision in Re Joznt Stock
Discount Company “which I decided a few days ago in accordance with the well known
rule in bankruptey which has been acted on for so many years’. He explained that
the fact that a creditor only proves for his debt up to a particular date “is
for the purpose of convenience in the administration of the winding-up, and does not
and is not intended to affect any other rights which the creditor may have, and does not

amount to an appropriation in any shape or forn”’.

Re Joint Stock Discount Company (No.2) (1870) LR 10 Eq 11 also concerned
a creditor who was entitled to prove against two estates. The liquidator
applied for delivery up from the creditor of certain bills of exchange, on
payment of a balance arrived at by treating all dividends paid by the
company as having been applied in reduction of principal. The creditor

contended that such payments should be treated as applied first in respect
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of interest. Lord Romilly MR said “I am very clear as to the principle on which
this case is to be decided. 1 treat the case as if there were no winding up at all, and
these sums had been paid simply on account’. The result was that the creditor
was entitled to retain the bills until it had received principal and interest in

full, calculated in accordance with the tule in Bower v Marris.

No subsequent case has suggested that the decisions in the Re Humber Ironworks
and Re Joint Stock Discount Companies cases were incorrect or no longer correctly
reflect the law in relation to corporate insolvency, whether before or after the
1986 Act. To the contrary, those cases have continued to be cited with approval

at the very highest level.

Subsequent bankruptcy and corporate insolvency legislation

The legislation in relation to both bankruptcy and corporate insolvency was
further amended in the period leading up to 1986. Each such statute continued,
however, to reflect the basic features of the earlier legislation, from which the
rule in Bower v Marris was held to have been derived. There was also no material
change in the regime so far as the payment of interest in the event of a surplus

was concerned:

@) The Bankruptcy Act 1883 was to the same effect as the Bankruptcy
Consolidation Act 1849, although the form of the relevant provisions
were rearranged. Section 40(4) of the 1883 Act provided for all debts
proved to be paid pari passu. Section 40(5) provided that “If there is any
surplus after payment of the foregoing debts, it shall be applied in payment of interest
from the date of the receiving order at the rate of four pounds per centum per annum on
all debts proved in the bankruptey” thereby reflecting the second part of
section 129 of the 1862 Act. Section 65 provided that the bankrupt “sha//
be entitled to any surplus remaining after payment in_full of his creditors, with interest,

as by this Act provided”, which preserved the right of any creditor to interest
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out of the surplus at a higher rate'®. These provisions were subsequently

re-enacted in sections 33 and 69 of the Bankruptcy Act 1914".

2 The Companies Acts 1862 and 1867 were amended on a number of
occasions between 1867 and 1908*". In 1890, Parliament passed the
Companies (Winding-Up Act) 1890 (53 & 54 Vict c. 63)*". These statutes
were repealed and replaced by the Companies (Consolidation) Act 1908
(8 Edw. 7. C.69) which was superseded by the Companies Act 1929 (19
& 20 Geo 5 ¢ 23) and the Companies Act 1948 (11 & 12 Geo 6 ¢ 38).
None of these statutes changed the principles underlying the decisions in
the Re Humber Iromworks and Re Joint Stock Discount Companies cases or
prevent the continued application of the rule in Bower v Marris in the
context of corporate insolvencies (see, for example, the decision in Re

Lines Bros (No.2) [1984] 1 Ch 438, below).

The legislature thereby implicitly approved the continued application of the rule

in Bower v Marris in relation to both bankruptcy and corporate insolvency.

RE LINES BROS (NO.2) (1984)

The rule in Bower v Marris was also applied, in the period leading up to the
introduction of the 1986 Act, in Re Lines Bros (No.2) [1984] 1 Ch 438, where its

application and effect was regarded by the various distinguished counsel involved

18

20

21

Schedule 2 to the 1883 Act, paragraph 20 also provided for interest for the period prior
to the date of the receiving order on debts on which interest was not reserved or agreed,
if the debt was payable by virtue of a written instrument at a certain time and, if payable
otherwise, if a demand in writing had been made giving the debtor notice that interest
would be claimed. This provision is now rules 2.88(2)-(4) of the 1986 Rules.

Section 66(1) also limited interest that could be proved to interest at a rate not exceeding
5%, but provided that this was without prejudice to the right of a creditor to receive
interest at any higher rate of interest to which he was entitled after all the debts proved
in the estate had been paid in full. This also applied in corporate insolvency. The
provision was eventually replaced, in the 1986 Act, by section 343 dealing with
extortionate credit transactions.

E.g. in 1877 (40 & 41 Vict ¢.26), 1879 (42 & 43 Vict ¢.76), 1880 (43 & 44 Vict c.19),
1883 (46 & 46 Vict c.28) 1886 (49 & 50 c. 23), 1898 (61 & 62 Vict ¢.26), 1900 (63 & 64
Vict ¢ 48), 1907 (7 Edw 7 ¢ 50).

Amended in 1893 (56 & 57 Vict c. 58).
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(including David Graham QC, Robin Potts QC, William Stubbs QC and Mary

Arden, as she then was) as common ground and accepted by Mervyn Davies J;

see at p.441G-H, 444D, 446D-E and 458B.

The decision also addressed one further issue:

M

2

3)

In his initial judgment, Mervyn Davies ] concluded at p.453F-G that he
was not satisfied, however, that interest ought to be charged after the date
of the final dividend, because “#hereafter there was no principal owing that conld
carry interest”’.  His concern, in short, was because dividends were paid in
respect of principal, by the time principal had been paid in full, it
appeared to follow that there was no principal left on which interest

could still accrue.

This concern was addressed by further submissions at p.457B to 458A. It
was common ground between counsel for the liquidators and the bank
“that interest did continue to be computed on the principal deemed outstanding until
further payments have been made satispying in full the deemed outstanding amount of
principal” (see at p.457B-C). This is because, in the event of a surplus,
dividends are treated as having been ordinary payments on account falling
to be appropriated in the first instance to keeping down interest and
thereafter to capital. In short, Mervyn Davies J’s concern was no more
than a facet of the appropriation fallacy, rejected by Lord Cottenham in

Bower v Marris.

Mervyn Davies | correctly concluded at p.458A-D that his earlier
suggestion was unsound, and that the notional principal continued to
bear interest at the contractual rate until there had been a full discharge of

that notional principal by the liquidators.

COMMONWEALTH AUTHORITY

Before turning to the 1986 Act, it is notable that the rule in Bower v Marris has

also been repeatedly referred to and held to apply in all the principal common law

jurisdictions, including Australia, Canada, Scotland, Ireland, Hong Kong and the
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United States. No common law jurisdiction has rejected the rule and all that have

considered it have adopted it as reflecting the effect of their statutory scheme.

All such statutory regimes provide, in broadly similar fashion to the bankruptcy
and liquidation regimes in this jurisdiction: that the assets of the debtor are
distributed amongst creditors in satisfaction of their proved debts; that provable
debts are to be ascertained and valued by reference to a common date; that post-
insolvency interest is not provable in an insolvency; that dividends are to be paid
in respect of proved debts; that post-insolvency interest is payable out of any
surplus in the event that proved debts are paid in full; and that, if there is any
residue after all debts and liabilities had been satisfied in full, it is to be
distributed to the debtor or its shareholders. None of these features has been

regarded as inconsistent with the application of the rule in Bower v Marris.

In relation to Australia see, in particular:

@) Mackenzie v Rees (1941) 65 CLR 1 (High Court of Australia). The court
held that in the event of a surplus the creditor was entitled to claim upon
the surplus interest at the contract. Dixon | referred at p.8-10 to Bromley v
Goodere, ex parte Mills and Re Humber Iromyorks and Shipbuilding Company and
said at p.11 that the rule that all debts shall be paid par’ passu should be
understood “as dealing with the proof of debts and as postponing proof for interest to

accrue or accruing after sequestration until a surplus is established’.

2 Midland Montagn Australia Ltd v Harkness (1994) 14 ACSR 318. McLelland
CJ discussed the various English authorities including Bromley v Goodere,
Bower v Marris and Re Humber Ironworks at p.326-330. He held at p.330
that “the rule relating to the appropriation of dividends for the purposes of interest is

the same both in equity and in bankruptey to the effect stated in Bower v Marris”.

(3 Re Tahore Holdings Pty 1td [2004] NSWSC 397. Barrett | held at p.553 that
the references to contractual interest in previous cases “do not mean that
interest payable by virtue of some other legally binding obligation stands on a different
footing and is not comprebended by the principles stated’, and applied such

principles to post-insolvency interest accruing on a judgment.
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Gerah Imports Pty 1td v The Duke Group [2004] SASC 178 (Supreme Court
of South Australia, Court of Appeal). The issue was whether the
introduction of a specific statutory provision requiring the amount of a
debt of a company to be computed for the purposes of winding up as at
the relevant date, altered the previous common law position. The Court
of Appeal held at p.670 that it did not. It also held that interest should be
calculated in accordance with an opinion that the liquidator had obtained,
which stated that “The interest payable is per the principles in Bower v Marris and
Re Humber Ironworks ‘namely by treating the dividends as ordinary payments on
acconnt, and applying each cash dividend, in the first place, as to the payment of
interest due at the date of such dividend, and the surplus (if any) to the reduction of the

principal” (see at p.662).

See also T7iden Contractors Pty Ltd v CE Heath Casualty (1996) 9 ANZ Ins Cas 61-
356 (Supreme Court of New South Wales, Court of Appeal); Re Emlico Pty 1.td
[2002] NSWSC 1124; and Re Kershaw [2005] NSWSC 313.

Two points should be noted in particular from such authorities:

M

2

The Australian cases are consistent with the position in this jurisdiction in
holding that creditors are entitled to post-insolvency interest in the event
of a surplus and that such interest is to be calculated in accordance with
the rule in Bower v Marris. They reach this conclusion despite the existence
of statutory provisions comparable to those in England, for example
excluding post-insolvency interest from proof and providing for the
payment of dividends on proved claims (i.e. principal and interest accrued

to the date of commencement).

Prior to the enactment of the Corporations Act 2001, there appears to
have been no provision in Australia which provided for creditors in an
insolvency to receive interest on debts which do not otherwise carry
interest. In this respect the position in Australia at this stage was
therefore similar to that in England in bankruptcy prior to 1824 and in
corporate insolvency prior to 1986. Section 563B of the Corporations

Act 2001 now provides for interest at the prescribed rate to be paid, such
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interest to be postponed until all other debts and claims in the winding up
have been satisfied, other than subordinate claims as defined in section
563A. This provision was not, however, applicable in Gerah Imports Pty
Ltd v The Duke Group as its introduction post-dated the commencement

of that liquidation; see at [15].

104.  In relation to Canada see, in particular:

M

2

Re Langstaffe [1851] OJ No 238 (Upper Canada Court of Chancery).
Esten VC considered the English statutory regime and authorities in
some detail, saying that he had examined all the bankruptcy acts from
1543 to 1848. He concluded that “what occurs in England has occurred here in
bankruptey” and that “the appropriation of the monies received under the commission
is the same as would have taken place had there been no bankruptcy — namely, first in
discharge of interest, and then in sinking principal’. At this stage, the relevant
statute in Canada did not provide for interest to be paid on debts that did
not otherwise carry interest; see at [11], an omission that Esten VC
described as “extraordinary” as “nothing can be more just than that a bankrupt

estate shonld pay interest on all debts”.

Attorney General of Canada v Confederation Trust (2003) 65 OR (3d) 519.
Section 95(2) of the Winding-up and Restructuring Act (1985)
introduced for the first time an express provision for the payment of
post-insolvency interest. It provided that any surplus “shal/ first be applied
in payment of interest from the commencement of the winding up at the rate of 5 per
cent per annum on all claims provided in the winding up and according to their
priority”; see at [17]. Blair RSJ held that the introduction of section 95(2)
did not “alter the traditional rule in insolvency situations that dividends are to be
applied first to the payment of interest and then to the payment of principal’. In
doing so, he referred at [29] to Bower v Marris and Re Humber Ironworks.
He also rejected at [30] the argument that “post-liguidation interest is only
payable after payment in full of all proven claims and that there is nothing in the
legislation to suggest a recalculation is to be done regarding distributions already
made’. He concluded at [36] that interest should be paid out of the

surplus on all claims at the rate of 5% and that the amount of such
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interest was to be calculated on the basis of a “payment of interest first”

methodology.

See also Canada (Attorney General) v Reliance Insurance Company [2009] OJ No 3037
(Ontario SCJ) per Campbell | at 62-63, following the approach in Aztorney General
of Canada v Confederation Trust.

The Canadian cases are also consistent with the position in this jurisdiction. In
particular, it should be noted that the introduction in 1985 of an express right to
post-insolvency interest for all creditors was held not to have altered the
traditional approach, and that such interest was also to be calculated in

accordance with the rule in Bower v Marris.

So far as other common law jurisdictions are concerned, see, for example:

@) In relation to Scotland see: Wilson’s Trustees v Watson & Co. (1900) 2 Ct
Session (5" series) 761. The case concerned a trust deed for the benefit
of the debtor’s creditors, which turned out to produce a surplus. Lord
Trayner stated at p.769 the case had to be dealt with in the same way as if
the estate of the debtor had been sequestrated and administered by a
trustee in bankruptcy. Lord Moncreiff stated at p.770 that if it transpired
that there was a surplus, previous payments were treated as having been
paid in respect of interest and “zhe analogy of the law of bankruptey, both here

and in England, is in accordance with this view”.

2 In relation to Ireland see the decisions in Re Hibernian Transport Companies
Ltd v Gordon [1991] 1 IR 271 and [1994] IRLM 48. As in England, section
86 of the Irish Bankruptcy Act 1988 provided for interest at the judgment
rate on debts that did not otherwise carry interest, and section 284 of the
Irish Companies Act 1963 provided that the rules in bankruptcy applied
in winding-up. At first instance the court had held that the bankruptcy
provision applied in a winding-up and that creditors were therefore
entitled to interest at whichever was the higher of the judgment rate and
the contractual rate if any. Carroll | referred to Bower v Marris and held

that statutory dividends should be treated as having first been applied in
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respect of interest, with no distinction being made between the different
creditors, so as to apply both to creditors with a contractual right to
interest and to creditors entitled to interest under section 86. The
Supreme Court affirmed the application of the rule in Bower v Marris in

respect of creditors who were otherwise entitled to interest.”

In relation to Hong Kong see Re Peregrine Investments Holdings 1.td [2008]
HKC 606. Chu | referred to Bower v Marris, Re Humber Iromyorks and
Midland Montagn Australia, and held that “I am of the view that the above
English and Australian cases and the principles stated in them should apply here”.

In relation to the United States see Ohio Savings Bank & Trust Co v Willys
Conporation (1925) 8 F 2d 463 (Court of Appeal, Second Circuit). Having
referred to the US authorities, Rogers CJ stated that “zbe rule in the United
States on this subject prevails also in England’ and referred to Bower v Marris,
Bromley v Goodere, Re Humber Iromworks and Whittingstall v Grover. He also
said that the same rule applied in Ireland and in Scotland and cited
Gounrlay v Watson. The court concluded that the “nterest first' approach
reflected in the rule in Bower v Marris was also the law in the United States
and that payments made to creditors were payments “on account, without
prejudice to that inherent right of adjustment that always exists in cases of this

nature”.

108. It is clear from such authorities that:

M

In the event of a surplus, creditors are also entitled to post-insolvency
interest calculated on the basis of the rule in Bower v Marris. In effect,
dividend payments are treated as having been paid first in respect of

interest and then principal.

22

However, they followed the decision of Pennycuick VC in Re Ro/ls-Royce I.td and held
that section
with a surplus in

86 of the Irish Bankruptcy Act was inapplicable because it was a rule which dealt
bankruptcy and did not apply in a winding up. The Supreme Court did

not, however, suggest  that Bower v Marris did not apply in relation to interest under section 86
in the event of a surplus in a bankruptcy.
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2 In those jurisdictions where creditors are entitled to interest on debts that
do not otherwise carry interest, either in bankruptcy or winding-up, such
interest is also calculated in accordance with the rule in Bower v Marris; see,

in particular, the position in Canada.

3) None of the other common law jurisdictions had any difficulty in
concluding the rule in Bower v Marris continued to apply, despite changes
in the statutory regime, including the introduction of a specific provision
dealing with post-insolvency interest or giving creditors who were not
otherwise entitled to interest a right to interest at the judgment rate; see,

in particular, the position in Australia and Canada.

ANALOGOUS APPLICATIONS

There are also helpful analogies in cases concerning: (a) debenture holders’
actions; and (b) the administration of deceased’s estates, which adopted the
approach in Bower v Marris and Re Humber Ironworks of treating dividends on
proved debts, in the event of a surplus, as having been ordinary payments on
account, and calculating interest by treating them as having been applied first in

relation to interest and then principal.

Furthermore, in the latter case, it is clear that the rule has been applied even in

the case of creditors whose debts did not by law carry contractual interest.

Debenture holders actions

Re Calgary and Medicine Hat Land Company Ltd [1908] 2 Ch 652 concerned a
situation in which a debenture trust deed was executed, the company made
default and an action was brought on behalf of the debenture holders to enforce
their security. The Master certified the amounts due to the various debenture
holders for principal, but as the security was believed to be insufficient, did not
compute interest. Payments were then directed by the Master to be made “o #he
principal sums by the Master’s certificate certified to be due” with the last of the payments

being described as “#he balance of the principal sum so certified’. A further sum was
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then received sufficient to pay all arrears of interest and leave a small surplus for

the company.

Joyce ], at first instance, held that, despite the terms of the Master’s orders, the
various payments were only on account and subject to final adjustment, and that
the moneys now available for division ought to be distributed so as to give effect
to the terms of the trusts of the deed, with the eatlier payments being applied
first in discharge of interest and next in reduction of principal. Counsel for the

debenture holder cited Bower v Marris (at p.650).

The Court of Appeal upheld that judgment. Cozens Hardy MR held at p.658
that there had been no complete appropriation, because the Master’s orders had
been framed on the supposition that the security was insufficient even for the
principal. Farwell L] commented at p.662 that “zhe Court will, so long as any trust
property remains to be distributed, take care that any adjustment shall be so made as to make
good any payments which ought properly to have been made had circumstances allowed them to
have been made from time to time as and when they onght to have been made” and referred at

p-603 to “that inherent right of adjustment which alhways exists in cases of this nature”.

The approach and reasoning is consistent with that which was applied in Bower v
Marris and subsequent cases in bankruptcy and liquidation. Farwell L]’s comment
about the approach in the event of a surplus, echoes the comments in such cases
that, if there is a surplus, “i must no longer be deemed to be an insolvent company, but has

to be treated as a company which is, and was, and always has been, solyent’; see, for

example, Re Fine Industrial Commodities Ltd [1956] 1 Ch 256 per Vaisey ] at p.262.

Administration of deceased estates

By way of further example of the application of the rule, Whittingstall v Grover
(1886) 55 Law Times 213 involved an apparently insolvent estate which turned
out to produce a surplus, all creditors having received 20s in the pound on the
principal debts. Given that the testator died before the enactment of the

Judicature Act 1873, the estate was administered in accordance with the rules of
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the Chancery Division™. It was therefore wound up on the footing that it was

solvent. The rules of Chancery allowed creditors whose debts did not by law

carry interest to claim interest at 4%. The rationale for this was that a decree of

administration made them, in effect, judgment creditors of the deceased, as the

decree was for all of their benefit and prevented them from obtaining their own

judgment. In such cases the rule in Bower v Marris applied when calculating

interest due, both to creditors entitled to interest at law and also to creditors who

were only entitled to interest in accordance with the rules at the Judgments Act

rate.

As Chitty | explained:

M

2

Prior to 1841 the Court of Chancery did not give interest to a creditor
coming in under a decree for the administration of the estate of a
deceased person where the debts did not carry interest. This, Chitty |
explained, was because, prior to the Judgments Act 1838, a judgment did
not carry interest at law and the Court of Chancery had no jurisdiction to
grant interest to creditors, who came in under its decree of
administration, where the debt did not by law carry interest, although the
court would not, after such a decree, permit a creditor to proceed at law

to recover judgment for his debt.

Following the enactment of section 17 of the Judgments Act 1838, the
position changed. The 1841 Order of the Court of Chancery provided, in
paragraph 40, for interest to be awarded at the rate of 4%, after payment
of the interest on debts that carried interest, in a similar way as section
129 of the Bankruptcy Act 1824. Chitty ] explained the reason for this
change as follows: “Consequently, after the passing of [the Judgments Act
1838] a court of equity, while interfering with this legal right for the common benefit of

Section 25(1) of the Judicature Act 1873, when enacted, applied the rules in bankruptcy
to the administration of an insolvent estate. Had the testator died after 1873, the
position would have been governed by the bankruptcy rules.
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all creditors, was bound, on equitable principles, to put him in the same position as if

he had exercised it. Hence the order 184177,

(3 Chitty J then considered the correct approach to the calculation of
interest. He held that, in this respect, no distinction was to be drawn
between debts that otherwise carried interest and debts that did not,
saying “Nor can 1 find any reason which, in regard to subsequent interest, would
Justify the drawing of any distinction between creditors whose debts carry interest by
law, and those whose debts carry interest under the general orders ... except only the

distinction which appears on the face of the general orders themselves”.

4 As a result, he concluded that interest should be calculated in accordance
with the rule in Bower v Marris, citing both Bower v Marris and Re Humiber
Tromworks: “The remaining question relates to the manner in which the dividends
received ought to be accounted for, in ascertaining the amount of interest due. All the
dividends have been paid in process of law, and the account onght to be taken in the
manner pointed out in Bower v Marris ... and The Warrant Finance Company’s
case, vig., by treating the dividends as ordinary payments on account, and applying
such dividend, in the first place, to the payment of interest calculated to the day of such

dividend, and the surplus (if any) to the reduction of the principal”.

In short, the rule in Bower v Marris applied, and it applied both to creditors whose
claims carried interest at law and also to creditors who were only entitled to
interest in accordance with paragraph 46 of the 1841 Order at the Judgments Act

rate.

There are obvious parallels with the approach and reasoning in relation to

insolvency proceedings. Indeed, the position in relation to the administration of

24

Chitty ] also referred to Lord Romilly in Re Herefordshire Banking Company saying that
“Lord Romilly explained the matter substantially to the same effect when he said ... that the court
allowed interest at 4 per cent from the date of its decree, becanse the decree is a judgment in equity for the
benefit of all the creditors and prevents them from getting a judgment at law which wonld give them
interest. The right of the creditor whose debt does not carry interest by law, is therefore based upon the
provisions of the [[udgments Act 1838] and the Orders of 1841, and the existing Rules of Court merely
give effect to such right’. See also, to similar effect, Re Bracey [1936] Ch 690 per Clauson J,
who referred to “the principle that an administration order ought to have a similar operation as
regards interest on the testator’s debts to a judgment, since it precludes the creditors from obtaining
Judgments of their own’”.
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estates and the introduction of the rule in relation to interest at the Judgments
Act rate was referred to by Giffard L] in Re Humber Ironworks and Shipbuilding
Company (No.T) at p.647.

The relevant rules referred to by Chitty in Whittingstall v Grover continued until the
introduction of the new Supreme Court Practice in 1967, where they were re-
enacted in materially identical terms by Ord.44 rules 18(1) and (2), and continue
to be reflected in CPR 40 PD 14.

POLICY AND PRINCIPLE

The rule in Bower v Marris is consistent with fundamental policies and principles
underlying the statutory insolvency regimes. The various points are discussed in

the authorities, but can briefly be summarised as follows:

@) It ensures that all creditors, whether those with a right to interest apart
from the administration (whether contractual or statutory) or those with a
right arising under the statutory scheme are compensated for being kept
out of their money, receiving interest calculated in the ordinary way and
as such are not prejudiced by the delay in recovery caused by the

insolvency:

(a) In Re Humber Iromworks (No.1) Selwyn L] referred at p.646 to the
fact that “no person should be prejudiced by the accidental delay which, in
consequence of the necessary forms and proceedings of the Court, actually takes

Pplace in realizing the assets”.

(b) In Attorney General of Canada v Confederation Trust Blair RS] referred
to this passage and emphasised also that “no person should be so

prejudiced by such delay in the distribution of assets”.

(0 The legislature has given all creditors (at a minimum) a right to be
compensated for being kept out of their money by receiving
interest at the Judgments Act rate. The effect of not applying the

rule in Bower v Marris would be that creditors’ right to receive
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interest at 8% would be eroded. Thus, for example, if it now
took two years to distribute the surplus, creditors would receive
no interest in respect of that period, thereby reducing the
effective interest rate that they would receive (see the chart at

paragraph 44 above).

It ensures that the debtor or its shareholders do not benefit from the time
taken to conduct the insolvency. If, for example, such delay increases the
amount of interest owed on debts payable to the debtor calculated in the
ordinary way, it would be absurd to suggest that creditors should not

have interest likewise.

It ensures equality of treatment of creditors: namely, that creditors who
have their provable claims admitted and paid early (when, on the
Administrators’ and Wentworth’s position, interest stops running) are not
prejudiced by comparison with creditors who have their provable claims
admitted and paid later. If the rule in Bower v Marris did not apply, the
position of creditors in the event of a surplus would differ depending on
whether and if so when they had proved their debts and as a result
received dividends. A creditor who only proved his debt at the last
possible moment before payment of the final dividend, would be entitled
to interest on the entirety of that debt for the entirety of the period of the
insolvency. A creditor who had proved his debt at the start of the

insolvency and received interim dividends would not.

It ensures that, to the extent possible, creditors’ existing rights to interest,
or rights that they would have benefited from but for the insolvency, are

given effect to. In particular:

(a) Creditors with a right to interest apart from the statutory scheme
are treated in the same way as they would have been treated if the

payments had been made outside of insolvency.

(b) Creditors with a right to interest arising solely under the statutory

scheme are granted compensation for the effect of the
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moratorium. As Chitty | explained in Whittingstall v Grover they
are to be treated as if they had a judgment debt. Just as a creditor
with the benefit of an actual judgment debt is entitled to interest
calculated in accordance with the rule in Bower v Marris, so too is a
creditor entitled to interest at the Judgments Act rate pursuant to
the statute. There is no sensible basis for distinguishing between

them®.

It is consistent with the position in relation to insolvency set-off and with
the position in respect of interest on claims by the debtor. Subject to the
effect of any set-off, the debtor remains entitled to interest on the balance
of any outwards claim that he has. If the debtor is entitled to interest
calculated in the ordinary way on outwards claims, so too should be a

creditor in respect of inwards claims in the event of a surplus.

It is consistent with the basic rule that members come last. It would, for
example, be contrary to principle if any part of the surplus was returned
to the debtor or its shareholders, in a situation in which a creditor with a
right to interest had not received full satisfaction of his claim. This must
be especially so in relation to an unlimited liability company such as

LBIE.

It avoids prejudice that would otherwise be caused in other situations,
including for example a creditor with security or claim against another
person who was jointly and severally liable. As Lord Cottenham stated in
Bower v Marris, it would be “extraordinary” if a co-obligor was able to
benefit from prior payments having been attributed to principal. It
would be equally extraordinary if a secured creditor could be prejudiced

in this way, as discussed in Re Humber Ironworks (No.2).

25

There is no sensible basis for distinguishing between a creditor who obtains a judgment

the day before the commencement of the insolvency and a creditor who was prevented
from doing so the day after by the effect of the moratorium. There is no reason why,

given that the former is entitled to post-insolvency interest in the event of a surplus

calculated in accordance with the rule in Bower v Marris, the latter should not also be so

entitled.
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The Administrators in their Position Paper at [21] say, in the context of Question
3, that “The overarching purpose of the Statutory Interest provisions is to compensate creditors
for being kept out of their money and deprived of their contractual (or other) rights as a result of
the administration”. ‘That purpose would be defeated if the rule in Bower v Marris

did not apply.

CORK REPORT ETC.

There is nothing in any of the legislative materials leading up to the introduction
of the 1986 Act and Rules to suggest that the rule in Bower v Marris was in any
way undesirable, let alone that the legislature intended to reverse the approach
which had, for more than 250 years, been held to be the effect of the statutory

regimes.

The Cork Report dealt with interest on debts in Chapter 31:

(D) The Report dealt at some length at [1364]-[1381] with the effect of
section 66 of the Bankruptcy Act 1914, which applied both in bankruptcy
and corporate insolvency, and restricted the right to a dividend of
creditors whose debts carried interest at a rate greater than 5% per
annum. The Report concluded that the provision had long outlived its
usefulness and recommended its repeal, with the court being given power
to re-open exorbitant credit agreements. This discussion is irrelevant for

present purposes.

2 The Report dealt with non-interest bearing debts at [1382]. This referred
to the fact that, in cases where there was no express provision for
interest, both the Bankruptcy Act 1914 and the winding up rules
provided for interest to be claimed at the rate of 4% per annum from the
date when the debt was payable up to the date of the receiving order or
commencement of the winding-up. Accordingly, this was not concerned

with post-insolvency interest and is also irrelevant for present purposes.

3) The Report dealt with statutory interest arising out of surplus assets at

[1383]-[1386].  These paragraphs are concerned with the anomaly
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identified originally by Giffard L] in Re Huwumber Ironworks and
subsequently considered in Re Ro/ls Royce L#d. The Report observed that
in winding up, “Provided there is a surplus after the proving creditors have been paid
in_full, therefore, the company is to be treated as no longer insolvent. "This means that
the creditor who is entitled to interest on the debt for which he has proved may recover
the interest accruing after the presentation of the winding up petition as if there had
been no winding up at all. On the other hand, the creditor who is not entitled to
interest at the commencement of the insolvency proceedings has no means of recovering
interest at a later stage even though the company may be in a position to pay”. The
Committee described this difference between bankruptcy and corporate
insolvency as an anomaly, and concluded that the same provisions should
apply in both and that interest should be payable on debts in the same

way in both™.

4 There is no suggestion in the Cork Report that the rule in Bower v Marris
should be abolished, ecither in relation to creditors entitled to interest or
(in bankruptcy) in relation to creditors entitled to interest at the
Judgments Act rate. It is inconceivable that the distinguished members of
the Committee were not aware of the rule’” and of the various cases in
which it was applied such as Re Humber Iromworks and Re Joint Stock
Discount Company.  The reference in [1384] to “... as if there had been no

winding up at all’ is inconsistent with any such intention.

The White Paper which followed the Cork Report in 1984 (A Revised Framework
Sor Insolvency Law (1984) Cmnd 9175) echoed the Cork Report’s conclusions as
regards creditors’ entitlements to interest in bankruptcy and corporate insolvency

(see, in particular, paragraphs 85 — 89). As with the Cork Report, the White Paper

26

27

The same view was expressed in the White Paper, A Revised Framework for Insolvency Law
(1984) Cmnd 9175 at paragraph 88: “if there is a surplus in a winding up or bankruptey once all
creditors have been paid in full (including claims for pre-insolvency interest) the surplus will be used to
pay on a pro rata basis post insolvency interest to all creditors, whether or not interest was previously
reserved on their debts, at a minimum rate equivalent to that applicable at the date of the relevant order
to judgment debts. If, however, a bigher contractual rate applies to the debt, post insolvency interest will
be chargeable at that rate (subject to the discretion of the Court as to excessive agreements)”.

One of the co-opted members of the Committee was David Graham QC, who was
counsel for the bank in Re Lines Bros (No.2).
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did not suggest that the rule in Bower v Marris was undesirable or needed to be

reversed.

THE CHANGES MADE BY THE 1986 ACT AND RULES

The basic nature and effect of the statutory insolvency regime under the 1986
Act reflects and is consistent with previous statutory regimes. Like those previous
statutory regimes it requires the assets of the debtor to be distributed amongst its
creditors in satisfaction of their proved debts; that provable debts are to be
ascertained and valued by reference to a common date; that post-insolvency
interest is not provable; that dividends are to be paid in respect of proved debts;
that post-insolvency interest is payable out of any surplus in the event that
proved debts are paid in full; and that, if there is any residue after all debts and
liabilities have been satisfied in full, it is to be distributed to the bankrupt or to

the shareholders of the company as the case may be.

The 1986 Act and Rules did make certain specific changes in relation to the
payment of interest in the event of a surplus but did not abolish the rule in Bower
v Marris. In particular, so far as interest in the event of a surplus was concerned,
the main changes were that, in accordance with the suggestions in the Cork

Report:

@) A right was given to all creditors to interest at the Judgments Act rate.
This reflected the right that had originally been introduced in bankruptcy
by section 129 of the Bankruptcy Act 1824 and which had most recently
been reflected in section 33 of the Bankruptcy Act 1914. It also corrected
the anomaly that no equivalent rule had previously existed in corporate
insolvency and the resulting injustice originally identified by Giffard L] in
1869 between creditors who were otherwise entitled to interest and

creditors who were not.

2 The provisions in relation to bankruptcy and corporate insolvency were
amended so that the same provisions applied in each and the language

was revised as necessary and updated.
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Wentworth contends in its Position Paper at [13] that “#he principle in Bower v

Marris is based on the fact that — pre 1986 — the relevant legislation in respect of winding up

made no provision for the payment of interest accruing after the commencement of the winding

up”. 'This is incorrect:

M

2

It is noteworthy that Wentworth does not discuss the position in
bankruptcy. Bower v Marris applied in relation to both bankruptcy and
winding up. In the context of bankruptcy, specific and express provision
was made in relation to post-insolvency interest in section 129 of the
Bankruptcy Act 1924 and in every subsequent bankruptcy statute prior to
the 1986 Act. The rule in Bower v Marris was held to be consistent with
these provisions. The rule therefore cannot have depended on the

absence of any such express provision.

So far as corporate insolvency is concerned, it is correct that there was no
specific express provision in relation to post-insolvency interest in
corporate insolvency prior to the 1986 Act. However this is irrelevant for

two reasons:

(a) Ever since Re Humber Iromworks in 1869, the effect of the various
statutory schemes, although not express, was held to be that
creditors were entitled to receive post-insolvency interest to
which they were otherwise entitled, prior to distribution of the
surplus to shareholders. This reflected fundamental principles of
the statutory scheme, including that liquidation does not destroy
rights and that members come last. There was no change in
substance, in this respect, in 1986 and no possible basis for
concluding that the 1986 Act abolished the rule. In this respect,
the position in 1986 in relation to corporate insolvency was no
different from that which occurred when such express provision
was first made in bankruptcy in 1824, when the introduction of
such a provision was regarded as confirming, rather than

repealing, the rule.
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(b) It is also correct that, prior to the 1986 Act, there was no
provision in corporate insolvency entitling creditors to interest on
debts that did not otherwise carry interest. However, such a
provision had existed in relation to bankruptcy since 1824. The
correction in 1986 of the anomaly and injustice in relation to
corporate insolvency provides no possible basis for concluding
that the legislature intended to abolish the rule in Bower v Marris in
corporate insolvency, let alone also in bankruptcy, any more than
the introduction of a similar right in bankruptcy in 1824 had done

SO.

(3 Nor, even ignoring these points, does Wentworth explain how the rule in
Bower v Marris was, in relation to corporate insolvency, “based on” the
absence of any specific provision dealing with post-insolvency interest
(unless the point that is intended to be made is simply that the absence of

an express provision gave scope for Judge-made law).

THE ARGUMENTS ON THE CONSTRUCTION AND EFFECT OF
THE 1986 ACT AND RULES

Wentworth and the Administrators submit that the rule in Bower v Marris is
inconsistent with the terms and effect of the 1986 Act and Rules, such that the

legislature must be taken to have decided to abolish it.

There is nothing in the terms of the 1986 Act and Rules which is inconsistent
with the continued application of the rule in Bower v Marris or which suggests an
intention by the legislature to abolish the approach which has been taken for the

previous 250 years™".

The approach taken by Wentworth and the Administrators to the construction of
rule 2.88(7) is flawed:

28

Wentworth and the Administrators contend that, after 1986, the rule in Bower v Marris no
longer applies in relation to corporate insolvency. They do not expressly deal with the
position in bankruptcy. However, given that the relevant rules are the same for
bankruptcy and corporate insolvency, it appears that they must contend that the rule has
also been abolished in bankruptcy.
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@) It is inconsistent with the Administrators’ own (and correct) explanation
in their Position Paper at [21] that the purpose of rule 2.88 is to
“compensate creditors for being fkept out of their money and deprived of their
contractual (or other) rights as a result of the administration”. The effect of
Wentworth’s and the Administrators’ argument of construction would be
that creditors are not properly compensated for the duration of the
administration, as they would receive no compensation for delay in
applying the surplus. As a result, whilst claims to interest continue to
remain unpaid, shareholders (rather than creditors) will continue to
benefit from any interest earned on or increase in the value of the cash

and other assets currently held by LBIE.

2 It takes no account of the statutory history and previous authorities.
Instead, it approaches the construction of rule 2.88 as if it were an

. . . . 29
exercise to be conducted in an interpretative vacuum” .

©)) It involves arguments which were raised in relation to materially identical
previous legislation, in bankruptcy or corporate insolvency, and decisively

rejected, in some cases as much as 250 years ago.

131.  The argument of construction made by Wentworth and the Administrators is
based on the fact rule 2.88(7) provides that payment of post-insolvency interest

may only occur after proved debts have been paid in full. Thus:

(1) Wentworth’s Position Paper at [8]-[9]: “Rule 2.88(7) permits Statutory Interest
to be paid 'from the surplus remaining after the payment of debts proved’ and thus
requires the whole of the debts proved to have been actually paid before any entitlement
to Statutory Interest can arise. "This precludes any part of the amounts paid by way of
dividend on proved debts to be attributable to interest accruing after the commencement

of the administration” (at [8]).

2 The Administrators’ Position Paper at [12]-[14]: “If Statutory Interest is
payable only after proved debts have been satisfied in full, it cannot be that dividends

2 The Administrators contend, for example, that the previous statutes and authorities are
“nothing to the point’; see their Position Paper at [16.2].
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133.

are allocated first to the payment of Statutory Interest and then to the reduction of

principal; indeed the contrary is the case” (at [14]).

The argument is that, if the statutory scheme requires dividends to be paid in

respect of proved debts and requires proved debts to be paid in full before any

payment in respect of post-insolvency interest is made, then it must follow that

such interest cannot be applied first to interest and then to principal, as this

would be to reverse the statutory scheme.

The effect of the 1986 Act (and, in substance, the language) on which Wentworth

and the Administrators rely is not, of course, a new feature. To the contrary, it

has always been a basic and fundamental feature of the insolvency regimes that

post-insolvency interest can only be paid out of any surplus after proved debts

have been paid in full:

M

2

Prior to 1825, the authorities in bankruptcy analysed this as an inherent
aspect of the fundamental features of the statutory scheme, in particular
the facts: that bankruptcy was a collective process of enforcement in
respect of proved debts; that the assets of the estate were to be applied
pari passu in respect of proved debts; that proved debts had to be
ascertained as at the commencement of the bankruptcy; that as a result
post-insolvency interest was not provable; that bankruptcy did not
otherwise affect the rights of creditors; that the bankrupt was only
entitled to any surplus after he had satisfied all debts in full; and that
creditors were therefore entitled to payment of statutory interest only
after all debts proved were paid but before the surplus was returned to

the bankrupt.

The point was subsequently made the subject of express provision in
section 129 of the Bankruptcy Act 1824. This stated that “... every such

Bankrupt, after the Creditors who have proved under the Commission shall have been

paid, may recover the Remainder of the Debts due to hinsy but the Assignees shall not
pay such Surplus, until all Creditors who have proved under the Commission shall
have received Interest upon their Debts ...” (emphasis added). This provision,

like rule 2.88(7), provided that post-insolvency interest was only payable
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“after the Creditors who have proved under the Commission shall have been paid’. In
bankruptcy, such provision was in substance then re-enacted in the
various subsequent statutes, including the Bankruptcy Act 1914. Thus
section 33(8) of the Bankruptcy Act 1914 provided that “If there is any
surplus after payment of the foregoing debts, it shall be applied in payment of interest
...”" (emphasis added).

©)) There was no equivalent express provision in corporate insolvency until
the introduction of the 1986 Act. However, as with bankruptcy, the fact
that post-insolvency interest could only be paid out of any surplus after
proved debts had been paid in full was equally an inherent and

fundamental aspect of the statutory scheme.

Reliance on the language of the 1986 Act and Rules, to the effect that debts
proved must be paid before interest can be paid, does not begin to address how
interest should be calculated or why the prior practice is inconsistent with the

“new’” statutory language.

Furthermore, Wentworth’s and the Administrators’ argument that this aspect of
the statutory regime is incompatible with treating any part of the proved debts as
not having already been discharged or with treating any part of the payment
made under rule 2.88(7) as a payment of principal, is an argument that was
advanced and authoritatively rejected in respect of earlier legislation. See, for

example:

@) Bower v Marris where the argument is referred to at p.526-7 and rejected
by Lord Cottenham at p.527 “The bankrupt’s estate is taken from him by the
commuission; and the law, in order to make an equal division amongst the creditors,
pays to each a dividend upon the debt proved. But this is merely an arrangement for

the convenience of the debtor’s creditors ...”.

2 Re Joint Stock Discount Company (No.1) where the argument is referred to at
p.87 and rejected by Giffard L] at p.88 “The only ground on which the
argument to the contrary could be put is that taken by Mr Jessel, namely that there has

been an appropriation of the dividends to the payment of principal. But that is a
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mistake. The rule which has been made has no such effect’. See also, to the same
effect, Re Humber Iromworks and Shipbuilding Company (No.2) per Giffard L]
at p.92.

The same argument was also advanced and rejected in various of the decisions in
the other common law jurisdictions; see, for example Mackenzie v Rees per Dixon
J at p.11; Attorney General of Canada v Confederation Trust Company per Blair RSJ at
[30]-[36]; and Gourlay v Watson (1900) 2 Ct Session (5 series) 761 at p.767.

The basis upon which the argument was rejected was, in essence, that the process
of collective enforcement in respect of proved debts was designed to ensure a
pari passu distribution of the estate between creditors in the event of an
insolvency, and did not determine the position as between the debtor and his
creditors in the event of a surplus. In that event, the court would treat prior
dividends as general payments on account, or payments by way of process of law,
and apply the ordinary rule. This analysis as to the nature and effect of the
statutory insolvency schemes was entirely consistent with fundamental principle
and was confirmed by the legislature when it re-enacted the relevant provisions in

subsequent legislation.

Although the argument is now advanced in a variety of different ways by
reference to the wording of rule 2.88(7), they are, in essence, all based on the
contention that the rule in Bower v Marris is inconsistent with the priority regime

reflected in that rule.

The only potential further argument of construction is the argument based on the
fact that rule 2.88(7) permits interest to be paid on proved debts “in respect of the
periods during which they have been outstanding since the company went into administration”,

see, for example, Wentworth’s Position Paper at [10] and [18]. However:

@) This amounts to the same point. Thus Wentworth argues that such
wording “envisages that where dividends have been paid from time to time, each
payment will have reduced the quantum of the proved deb?” (see its Position Paper
at [10]). In other words, it relies on the argument that dividends were

appropriated to principal once and for all.
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3

)

The same issue arose under the previous bankruptcy provisions. Thus,
for example, the requirement in section 33(8) of the Bankruptcy Act
1914, to apply the surplus “i payment of interest from the date of the receiving
order at the rate of four pounds per centum per annum on all debts proved in the
bankruptey” still required one to decide how to take account of the
dividends paid. In other words: how should such 4% be calculated, given
that dividends had been paid in respect of such proved debts during this

period?

The wording is consistent with the application of the rule in Bower v
Marris. Under that rule interest is paid “uu respect of the periods during which
the debts have been outstanding’. However, the amount of interest to be paid
is calculated by treating dividends as having been applied first to interest

and then principal.

A similar point was raised by Mervyn Davies | in Re Lines Bros (No.2), that
interest could not continue to run after the final dividend because no part
of the proved debt was outstanding after that date. It was common
ground on the part of those appearing that this was incorrect and,

following further submissions, Mervyn Davies | agreed.

Wentworth and the Administrators also contend that the rule in Bower v Marris no

longer applies because it was based on remitting creditors to their contractual

rights and, given the introduction of the right to interest at the Judgments Act

rate in 1980, this rationale can no longer apply; see, for example Wentworth’s

Position Paper at [15] and the Administrators’ Position Paper at [15].

This is wrong:

M

The rule is a general equitable rule of justice and convenience
determining the order in which debts are to be treated as discharged in
the course of administration of a fund (see Mackenzie v Rees [141] 65 CLR
1 at 10).
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It has long been regarded as reflecting an underlying principle of fairness:
that “no creditor would think of accepting a sum in part-payment of a principal until
the interest upon it had been liguidated’ The Appropriation of Payments, The
American Law Register, October 1855, p.705 at p.715. Where a creditor
has a right to interest, however it arises, the application of the rule reflects
the perceived just method of distributing the fund, irrespective of the
source of the entitlement to interest: see Whittingstall v Grover (1886) 55
Law Times 213; Re Humber Ironworks at p.527-528.

The image of “remission to contractual rights” was never a full explanation of
the reasons and justification for the rule (see the various policy factors
referred to in paragraphs 120 to 121 above). Whilst its rationale and
justification may include the proposition that it gives effect to, or remits
creditors to their, pre-existing contractual rights, that is too narrow a
statement of its purpose: it has been described, for example, as operating
to “prevent injustice, promote equity amongst the creditors and protect the contractual
relationship between the parties” per Blair RS] in AG of Canada v Confederation
Trust Company 65 OR (3d) 519 at [29].

The image of “remission to contractual rights” was an appropriate one when
referring to creditors who had a contractual right to interest. It remains
apt so far as rule 2.88(9) refers creditors also being entitled to interest “az
the rate applicable to the debt apart from the administration”. In such a case, it is
consistent with fundamental principle that a creditor should receive his
full entitlement before any surplus is distributed to the debtor or its

shareholders.

It ignores the fact that, whilst the 1986 Act did introduce a right to
interest at the Judgments Act rate for the first time for corporate

insolvency, such a right already existed in bankruptcy and had done so

since 1824.

It also ignores the fact that the rule in Bower v Marris has been applied to

statutory, as well as contractual, rights to interest: Whittingstall v Grover
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(1886) 55 Law Times 213; Attorney General of Canada v Confederation Trust
(2003) 65 OR (3d) 519; Re Tahore Holdings Pty 1.td [2004] NSWSC 391.

It would be wrong to construe the 1986 Act as if was an entirely new Act,
unencumbered by any history, and to construe it in such a way that it abolished
what had been held to be the effect of the previous 250 years of legislation which

was to materially the same effect. Nor is there any reason to do so.

CONSEQUENCES OF WENTWORTH’S AND ADMINISTRATORS’
APPROACH

The contention that the 1986 Act abolished the rule in Bower v Marris would
produce a combination of results that would be contrary to principle and policy,

and to the practice for some 250 years, and would be incoherent.

The consequence would be contrary to principle and policy. In particular, the
legislature cannot have intended to abolish the application of the rule in Bower v
Marris in the case of a creditor who has a contractual right to interest. The
consequence would be that the surplus would be distributed to the debtor or its
shareholders, when a creditor had still not received his full contractual

entitlement.

In relation to corporate insolvency, the consequences would also be incoherent

in policy terms. The effect would be that:

@) The legislature must have intended that a creditor who has a separate
right to interest, whether contractual or statutory, in bankruptcy and
corporate insolvency, would lose his right to interest calculated in
accordance with the rule in Bower v Marris, with the result that his rights
would no longer be satisfied in full even if the surplus was sufficient to

do so.

2 At the same time, however, the legislature must also have decided to
improve the position of creditors who have no separate right to interest,

by providing them with a right to interest at the Judgments Act rate.
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3) The legislature intended that there could be a potentially unlimited period
of delay in the payment of Statutory Interest (the delay in paying interest
was 20 years in Bower v Marris itself) without any compensation being paid
to creditors in respect of the time value of their money during that period
and that a different minimum effective rate of interest would be paid to
creditors in different insolvency proceedings depending on whether, in
any particular proceeding, there has been a delay between the date of

payment of debts proved and the distribution of the surplus.

There is no sensible policy reason why the legislature would have wanted to
prejudice the interests of the former thereby producing a situation that was
contrary to fundamental principle, while benefiting the latter in this way, and

none was ever suggested in the Cork Report or elsewhere.

The position would be even more extreme on Wentworth’s case because, in
relation to Question 3, it contends that the reference in rule 2.88(9) to “rafe” in
the phrase “zhe greater of the rate specified under paragraph (6) and the rate applicable to the
debt apart from the administration” is merely to the percentage rate, and does not take
account of any other provision of the contract which may affect the rate at which
such interest accrues, such as compounding. This would further prejudice the
rights of a creditor with a separate right to interest, compared to the position

prior to 1986.%

The position is equally surprising in bankruptcy. Prior to the 1986 Act, the
bankruptcy regime had already had an express provision for post-insolvency
interest and for interest on debts that did not otherwise carry interest since 1824
and the rule in Bower v Marris was held to apply. On the basis of Wentworth’s
argument the legislature nevertheless decided to prejudice such creditors and act
contrary to fundamental principle, by abolishing the rule, to the direct benefit of

the bankrupt. There is no suggestion in the Cork Report or elsewhere that the

30

On 30 January 2015, after finalisation of the text of this skeleton argument, Wentworth
wrote to all parties conceding that its position in respect of Question 3 was unsustainable
and that the reference to “rat¢” in rule 2.88(9) could include a compound rate. The Court
is therefore asked to answer Question 3 in accordance with the submissions made by the
Senior Creditor Group.
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legislature had any such intention and, given the absence of any substantial
change in the bankruptcy legislation, no basis for concluding that this was

intended.

SUBSEQUENT AUTHORITIES

No subsequent case has suggested that the rule in Bower v Marris has been
abolished or that the approach, which had been consistently followed for the last

250 years, has changed.

Instead, authorities at the highest level have continued to cite with approval
earlier well known authorities which applied the rule, including Re Humber
Tromworks, Re Joint Stock Discount Company and Re Lines Bros, and have continued to
refer to the fundamental principles and policies underlying the statutory scheme
from which that rule was derived; see, for example, Wight v Eckbardt Marine
GmbH [2004] 1 AC 147 per Lord Hoffman at [27]; Financial Services Compensation
Scheme Ltd v Larnell (Insurances) 1.td [2006] QB 808; Cambridge Gas Transportation
Corpn v Official Committee of Unsecured Creditors of Navigator Holdings ple [2006] UKPC
26; and Parmalat Capital Finance Ltd v Food Holdings 1.td [2008] UKPC 23 per Lord
Hoffmann at [8].

ALTERNATIVE NON-PROVABLE CLAIM

If, contrary to the above, the 1986 Act did abolish the rule in Bower v Marris then
it necessarily follows that certain creditors will not receive under rule 2.88 the full

amount of interest that they were entitled to receive absent the insolvency.

Such creditors would alternatively have a non-provable claim, ranking after
payment of interest in accordance with rule 2.88, prior to distribution of the

surplus to the shareholders.

CONCLUSION

The rule in Bower v Marris continues to reflect good law such that, in the event of

a surplus, the amount of interest to be paid out of any surplus is to be calculated
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in the ordinary way by notionally treating any dividends which have been made as

having been paid first in respect of interest and then principal.

This approach is consistent with the basic principles of insolvency law that the
process of collective execution leaves the legal rights of creditors unaffected save
to the extent of actual payment, that proved debts rank in priority to claims in
respect of post-insolvency interest, that creditors are not unfairly prejudiced by
delay in the distribution of the assets and that the company’s assets must be
applied in discharge of its liabilities before any distributions are made to

shareholders or creditors with subordinated claims.
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INTRODUCTION

Rule 2.88(9) provides that the rate at which statutory interest will be paid to any
particular creditor is whichever is “Zhe greater of the rate specified under paragraph (6)

(Judgments Act) and the rate applicable to the debt apart from the administration”.

The dispute between the Senior Creditor Group (supported by the
Administrators) and Wentworth is whether the word “raz” as used in rule

2.88(9):

@) Is restricted to the numerical percentage of any applicable interest rate,

and calculated in all cases on a simple basis; or

2 Extends to all factors relevant to the rate at which interest accrues apart
from the administration, which includes not merely the numerical
percentage component of interest but also any mode of calculating
interest using that percentage component, including the application of

compounding.

The Senior Creditor Group’s position is that, if there is a surplus, a creditor with
a right to interest apart from the administration is entitled to interest calculated in
accordance with such rights, and that this is reflected consistently in the Rules,
such that the phrase “zhe rate applicable to the debt apart from the administration” in rule

2.88(9) encompasses all factors relevant to the rate at which interest accrues.

This construction of the word “rate”’ accords with:

(D) The normal meaning of the word “raze”;

2 The purpose of rule 2.88(9);

3 The meaning of the word “rate” where used elsewhere in the Act in

provisions dealing with the “rafe” of interest; and
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) The historical right of a creditor to receive all interest that is payable on

his underlying claim before the surplus is made available to the debtor.

The phrase “rate applicable to the debt apart from the administration” includes situations

in which it is applicable by contract or statute’".

The Administrators take the same position, and emphasise (at least in the context
of Question 3) that such a construction is consistent with the fact that “zhere is no
policy justification for seefing to deprive parties of their full contractual or other rights to interest
once proved debts have been paid in full”: see their Position Paper at [22]-[23].

Wentworth disagrees and, consistent with its approach to Question 2, argues that
“the regime imposed by Rule 2.88 is a self-contained statutory regime which operates (in
contradistinction to the pre-1986 law) otherwise than by remitting creditors to their contractual
rights upon a surplus arising’; see its Position Paper at [20]. Its arguments are

addressed below.

The Senior Creditor Group also maintains that if, contrary to its primary
position, the “rate applicable to the debt apart from the administration” does not require
one to take into account all of the components which determine the rate at which
interest accrues on the debt apart from the administration, then such part of any
creditor’s underlying claim as has not been satisfied and discharged ranks as a

non-provable claim; see Question 39.
NORMAL MEANING OF THE WORD “RATE”

The word “rate” normally refers to a measure of change; i.e. how quickly an
amount increases or decreases over time (e.g. “inflation rate”, “growth rate” etc.) and
the “rate” at which something changes is ordinarily determined by reference to

the extent to which a given amount increases or decreases over time.

The word “rate” must necessarily include at least the period in which the rate
applies, e.g. daily, monthly, annually, etc. The percentage amount on its own is

meaningless as one cannot ascertain, without knowing the period, what the

31

And may therefore include a rate applicable by a foreign statute; see Question 4.
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percentage amount actually means. If “7aze” includes the interest period, there is

no reason why the other components must be ignored.

In the context of interest, the word “raze” normally refers to the rate (or speed) at
which the amount of interest payable accumulates over a time period. It therefore
encompasses not only the numerical aspect of the rate and the period for which
it applies, but also matters such as whether interest is simple or compounding,
the frequency of interest and the methodology of calculation. This is necessarily
the case because it is impossible to calculate the amount of interest payable in
respect of a debt solely by reference to a numerical percentage. In order to make
such a calculation, it is necessary to know whether the numerical rate should be

applied on a simple or compounded basis™.

Although the interpretation of rate is always context specific, the word “rate”
therefore would normally be regarded as including factors relating to the rate (or
speed) at which interest accumulates. As a consequence, it is capable as a matter
of construction of including the effect of compounding: see, for example, the
conclusion reached in SMP Trustees I.td v Keydata [2013] EWHC 3678 (Ch) at [28]
per Proudman ] where “rafe” was interpreted as including the compounding

mechanism of calculation.

PURPOSE OF RULE 2.88(9)

Set in the context of the purpose and function of rule 2.88(9), the word “rate”
denotes, in the ordinary way, the rate (or speed) at which the amount of interest
payable accumulates. It therefore encompasses all factors relevant to the rate at

which interest accrues on the debt, including the effect of any compounding:

@) Rule 2.88(9) secks to confer on a creditor the benefit of the “greater” of
two potentially applicable rates, the Judgments Act rate and the “rafe

applicable to the debt apart from the administration”.

32

Consider a situation in which A asks B “what rate of interest are you paying’ it would be
perfectly natural for A to reply “70% compounded monthly’. 1f B replied instead by saying
simply “70%”, his answer would be incomplete and potentially confusing if not
misleading.
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The purpose of the rule is therefore to identify whether a creditor would
be better off applying the contractual (or other) rate, or the Judgments

Act rate.

In so doing, the regime respects, so far as possible, creditors’ rights in
respect of interest “apart from the administration” before permitting any
surplus to be paid to creditors with non-provable or subordinated claims,

or to be returned to shareholders.

Rule 2.88(9) therefore reflects broader principles of the insolvency
regime, in particular the principle that, if there is a surplus after all
provable debts have been satisfied in full, the company is treated as if it
is, and was, and always has been, solvent: see e.g. Re Fine Industrial

bl

Commuodities Ltd [1956] 1 Ch 256 per Vaisey ] at p. 262.

Apart from the administration, the amount of contractual interest to
which a creditor is entitled is calculated in accordance with all of the
applicable contractual provisions, including provisions which allow for

compounding.

Accordingly, in light of the function and purpose of the comparison
required by rule 2.88(9), the word “raze” should be construed as denoting,
in the ordinary way, the speed at which the amount of interest payable
accumulates and, as such, takes into account all of the components which
determine that rate, including the effect of compounding. That is the

truest reflection of the creditor’s position apart from the administration.

Were that not the case, the “raze” identified would not be that applicable
apart from the administration: it would be part of the rate, or simply the

numerical percentage.

This approach makes sense, and avoids the bizarre consequences which would

otherwise arise. In particular, if the word “rafe” in rule 2.88(9) required one to

take into account only the numerical aspect of the rate on a simple basis, and to

ignore all other factors relevant to the rate at which interest accrues:
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@) A creditor with a high contractual right to simple interest at, say, 20% per
annum would be entitled to recover interest at 20% per annum (given
that this is greater than the Judgments Act rate of 8%), whilst a creditor
with a more modest contractual right to compound interest at, say, 8.5%

per annum would only be entitled to simple interest at 8.5% per annum.

2 A creditor who has bargained for a contractual rate of compound interest
at 8.5% per annum would be treated in the same way as a creditor who
has bargained for a less valuable contractual rate of simple interest at

8.5% per annum.

©) A creditor who has bargained for a contractual rate of compound interest
at 7.5% per annum would be in a worse position than a creditor who has
bargained for a less valuable contractual rate of simple interest at 8.5%

per annum.

There is no sensible reason why the insolvency legislation would have sought to

achieve such outcomes.

OTHER USES OF “RATE” IN THE 1986 LEGISLATION

The Senior Creditor Group’s construction is also consistent with other uses of
the word “rate” in the 1986 Act, where it is plainly intended to take account of all
of the components which determine that rate, including the effect of

compounding.

The phrase “the rate applicable to the debt apart from the winding up” forms part of the
defined term “#he official rate” within section 189(4) of the 1986 Act. The “official
rat¢” (defined in section 251 by reference to section 189(4)) is used in various
provisions of the 1986 Act where it seeks to identify all of the liabilities which

must be satisfied before monies are paid to contributories. For example:

(1) The distinction between a members’ and a creditors’ voluntary winding
up depends on whether the directors have made a statutory declaration

under section 89 of the 1986 Act (section 90). The directors may only
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make a statutory declaration under section 89 of the 1986 Act if they have
formed the opinion that the company is able to pay “is debts in full (together

with interest at the official rate)”.

2 Pursuant to section 149(3), creditors must have been “paid in full (together
with interest at the official rate)” before a contributory is able to set off sums

due to him against any subsequent call.

The clear legislative intention in respect of both provisions is that it is only if all
of the creditors’ claims have been or will be paid in full, and their rights satisfied
in full, that a company should be regarded as solvent. In those contexts, it would
be nonsensical to construe the word “raf’” as excluding any part of the
contractual rights necessary to calculate the full amount of interest otherwise

payable to creditors.

The word “rate” is also used elsewhere in the 1986 Act in relation to interest.
Thus, for example, section 212(3) of the 1986 Act permits interest to be ordered
in respect of any order to repay, restore or account for money or property
received by a director or officer guilty of misfeasance “az such rate as the court thinks
Just’ (also reflected in section 304(1) concerning the liability of a trustee). It
cannot have been intended, in this context, that the reference to “raf¢” in such
provisions could only permit an order for “sizple” interest, rather than also being
capable (where the Court considered it just) of extending to compound interest.
Thus, compound interest would be available in respect of a common law claim
for use of money received (Sempra Metals 1.td v IRC [2008] 1 AC 561) or in equity
where a claim is brought for fraud, or against a person owing fiduciary duties
who is accountable for profits made from his position (see, for example,

Westdeutsche Bank v Islington L.BC [1996] AC 669 at 701).

THE HISTORICAL RIGHTS OF A CREDITOR TO RECEIVE ALL
INTEREST

The Senior Creditor Group’s interpretation of the meaning of “raze” in rule

2.88(9) is also consistent with the historical development of a creditor’s right to
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payment of post-insolvency interest in accordance with the entirety of his

contractual right to interest.

As explained in greater detail in answer to Question 2, where there is a surplus in
an insolvency, prior to 1986 a creditor (in bankruptcy and in corporate
insolvency) was always regarded as entitled to be paid interest in the manner that
it would have been calculated but for the intervening insolvency. This required
not merely the application of the rule in Bower v Marris as regards the notional
redistribution of the order of payments, but also that the right to interest given

effect by the rule was the full contractual (or other) set of rights to interest.

This approach was reflected in various comments emphasising the importance of
seeking to restore a creditor to the position that he would have been in apart
from the insolvency: see, for example, Lord Romilly MR in Re Joint Stock Disconnt
Company (No2) (1870) LR 10 Eq 11:

“T am very clear as to the principle on which this case is to be decided. I treat the case
as if there were no winding up at all, and these sums bad been paid simply on
acconnt”.

Section 129 of the 1824 Act/132 of the 1825 Act introduced, for the first time, a
statutory reference to the “raze” of interest that would be paid from a surplus. It

provided, insofar as relevant, that interest:

“would be calcnlated and paid at the Rate and in the Order following: (that is to say),
all Creditors whose Debts are now by law entitled to carry Interest in the Event of a
Surplus, shall first receive Interest on such Debts at the Rate of Interest reserved or by
Law payable thereon, to be calculated from the Proof thereof...”

This provision was interpreted in Bower v Marris by Lord Cottenham as being:

“obviously intended to make good to the creditors that interest which, by the course of
administration in bankruptey, they had lost”.

The “Rate of interest reserved or by Law payable thereon” for these purposes was
therefore necessarily a “rate” that was capable of including all elements of the

contractual entitlement to interest which would have to be taken into account if
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the creditor was to be restored to the position that they would have been in but
for the insolvency. The “rate” that creditors were entitled to if the debt did not
otherwise carry interest was clearly defined i.e. “a Rate not exceeding Four Pounds per

Centum per Annupi” (as in section 129/132).

The language of section 129/132 was repeated in section 197 of the Bankruptcy
(Consolidation) Act 1849 but altered in the subsequent Bankruptcy Acts of 1883
and 1914. Section 40(5) of the 1883 Act and section 33(8) of the 1914 Act
provided for the payment of interest out of a surplus on all debts proved at “a
Rate not exceeding Four Pounds per Centum per Annuni’. The reference in section
129/132 to interest at a rate “reserved or by law payable thereon” was lost, but section
65 of the 1883 Act (and section 69 of the 1914 Act) required creditors to have
been paid in full before the bankrupt was entitled to the surplus (thus entitling
them to recover their full contractual right to interest as if the bankruptcy had

not occurred, as had previously been the position).

The Senior Creditor Group’s interpretation of “rate” in rule 2.88(9) is therefore

entirely consistent with the historical use of “7aze” in the bankruptcy legislation.

WENTWORTH’S POSITION

In its Position Paper, Wentworth contends that “#he words ‘the rate applicable to the
debt apart from the administration’ in Rule 2.88(9) refer only to the numerical percentage rate
of interest” (at [19]).

However, as stated above, it is impossible to calculate the total amount of interest
payable in respect of a debt solely by reference to a numerical percentage. In
order to make such a calculation, it is necessary to identify the way in which the
numerical percentage figure should be applied to the principal sum and in

particular, whether it should be applied on a simple or compounded basis.

The substance of Wentworth’s position is, therefore, that the “vate applicable to the
debt apart from the administration” imposes a simple rate of interest in all cases at the
numerical percentage rate expressed in any agreement, irrespective of the actual

rate at which interest would in fact accrue on the debt apart from the
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administration. This involves a convoluted reading of rule 2.88(9), so as to
construe the reference to the “rate applicable to the debt apart from the administration”
in rule 2.88(9) as meaning “zhe numerical percentage of the rate applicable to the debt apart

from the administration, accruing on a simple basis”.

The Senior Creditor Group submits that this is not a viable construction of the
language used in rule 2.88(9). Nor, in any event, is there any reason to adopt such
a construction. On the contrary, this construction requires the Court to conclude
that the policy underlying rule 2.88(9) was, in effect, to penalise creditors with a
contractual right to compound interest and to do so regardless of the underlying

percentage rate of interest to which that right attached. Yet:

(D) The recovery of interest at a compound rate out of any surplus prior to
payment of monies to the debtor is consistent with the historical

development of the insolvency scheme.

2 There is nothing in the legislative materials leading to the introduction of
the 1986 legislation which identifies a desire to change the law in this
respect, or reverse the effect of previous statute and authority in

bankruptcy and corporate insolvency.

3) There is no objection in principle to paying interest on a compound basis.
On the contrary, it is simple interest that is “an artificial construct which has
no relation to the way money is obtained or turned to account in the real world’ and
“never provides a full indemmnity for the loss to the litigant’: Sempra Metals 1.td v
IRC [2008] 1 AC 561 per Lord Hope at [33] and [41].

Wentworth’s position is also incoherent as a matter of policy and principle. It
does not begin to address the uncommercial consequences of its interpretation:

see paragraph 167 above.

To date, Wentworth has made three points in support of its position. None has

any merit:
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First it is said that “zhe use of the word ‘rate’ is important” because rule 2.88(9)
requires a comparison to be made between two rates and “in order to make
that comparison, it is necessary that the two rates are comparable’ (at [22] of
Wentworth’s Position Paper). The argument is that it is impossible to tell
whether a compound rate is greater or less than the Judgements Act rate.
This argument is wrong. Provided that the relevant period of calculation
is known it is a simple exercise to calculate which rate of interest is the
greater. Indeed, this method of calculating the rate applicable is the one
adopted by Wentworth itself in the context of Question 13; see its
Position Paper at [82]-[83].

Secondly it is said that “when construing a statute requiring interest to be paid, it is
the norm that it is intended to refer to simple interest” (at [23] of Wentworth’s
Position Paper). But rule 2.88(9) provides for interest to be paid at “zbe
rate applicable to the debt apart from the administration”. The rule itself therefore
refers to and directs the application of the contractual provisions for the

determination of that rate.

Thirdly it is said that rule 2.88(7) requires statutory interest to be paid on
‘those debts’ i.e. the debts which have been proved and “payment of interest
on a compound basis would be inberently inconsistent with that requirement, since on a
proper analysis, compound interest on a debt involves the payment of interest on a sum
other than a debf’ (at [24] of Wentworth’s Position Paper). There is

nothing in this point:

(a) It is an artificially technical and unwarranted reading of the
language used. There is no express prohibition on compound
interest, and the language used is equally consistent with a reading
which permits interest to be paid at any rate (including all factors
relevant to the accumulation of interest, including compounding)

on the proved debt.

(b) It undermines the right to interest which exists apart from the
administration. The logic of the argument is that if a contract

provides for the payment of compound interest on a principal
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debt, the creditor is nevertheless not entitled to compound
interest as that would involve the payment of interest not merely
on the original principal debt but also on interest accrued. This,
however, would undermine the contractual right of the creditor

and cannot reflect the intention of the legislature.

THE SUB-ISSUE

The Administrators in their Position Paper at [31] and [32] say that they have
identified a sub-issue on which they invite the Respondents to explain their
position, namely whether, where a creditor has a contractual or other entitlement

to receive compound interest:

@) Under rule 2.88(9) interest continues to compound in full following the

payment in full of the principal debt (see [31.1]); or

2 If not, the creditor has a non-provable claim in respect of the interest that
would have continued to compound on a contractual basis following the

payment in full of the principal amount (see [31.2]).

As set out in the Senior Creditor Group’s Position Paper, this sub-issue does not
arise because it is premised on the Administrators’ incorrect approach in relation
to Question 2, namely that rule 2.88(7) requires that, regardless of the contractual
position, any calculation of the amount of interest payable out of the surplus

must be done on the premise that principal was paid in full.

Without prejudice to this, if the Senior Creditor Group is wrong in its approach
to Question 2, then Statutory Interest continues to compound in full following
the payment in full of the principal debt. Any other position fails to give effect to

the creditor’s right to be paid compound interest.

NON-PROVABLE CLAIM

If contrary to the Senior Creditor Group’s case in relation to Question 3, “Zhe rate

applicable to the debt apart from the administration” does not require one to take
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account of all of the components which determine the rate at which interest
accrues on the debt apart from administration, then, the amount of the creditor’s
underlying claim that has not been satisfied and discharged in full ranks as a non-

provable claim; see Question 39.

Wentworth seeks to argue in its Reply Position Paper at [18]-[20] that there is no
non-provable claim because rule 2.88 “provides a statutory entitlement to post-
administration interest which substantively alters creditors’ rights in respect of interest accruing
after the date of administration, and that there is thus no scope for remitting creditors to
contractual rights in the event that the statutory regime gives them less in respect of interest

accruing post-administration than they wonld have recovered had there been no insolvency”.

This argument fails to distinguish between the separate existence of a creditor’s
right to be paid statutory interest under the applicable statutory regime, and the
separate and continuing existence of its underlying contractual right to interest. It
should be rejected because there is no indication of any legislative intent to this
effect, and because it would contradict longstanding fundamental principle and

policy in company and insolvency, namely that:

@) The insolvency regime, including the process of proof, does not
discharge or alter underlying causes of action save to the extent of actual
payment: see, for example, Wight v Eckhardt Marine GmbH [2004] 1 AC
147; and

2 Unsatisfied liabilities of a company must be met before funds are
returned to shareholders, and a creditor would be given permission to
commence proceedings to enforce its outstanding contractual rights if

there was a surplus otherwise available for payment to the shareholders:

see, by analogy, Re T¢>N [2005] EWHC 2870 (Ch) at [100] and [107].

If the compensation for delayed payment for which the creditor has bargained is
not satisfied in full, there remains an unsatisfied contractual liability which must

be fulfilled before the surplus can be paid to shareholders.

WENTWORTH CONCESSION
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On 30 January 2015, after finalisation of the text of this skeleton argument,
Wentworth wrote to all parties conceding that its position in respect of Question
3 was unsustainable and that the reference to “rafe” in rule 2.88(9) could include a
compound rate. The Court is therefore asked to answer Question 3 in

accordance with the submissions made by the Senior Creditor Group.
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INTRODUCTION

Question 4 asks whether the words “Zhe rate applicable to the debt apart from the
administration” in rule 2.88(9) are apt to include (and, if so, in what circumstances)

a foreign judgment rate of interest or other statutory interest rate.

The Senior Creditor Group, the Administrators (see their Position Paper at [33]-
[35]) and York (see its Position Paper at [27]-[30]) all agree that the phrase “zbe
rate applicable to the debt apart from the administration” in rule 2.88(9) is capable of

including a foreign judgment rate of interest or other statutory interest rate.

Wentworth agrees that the phrase is capable of including a foreign judgment rate
of interest or other statutory interest rate. However, it contends (see [25] of its
Position Paper) that it will do so if, and only if, the creditor already had the
benefit of a foreign judgment as at the date of administration or if the other

statutory interest rate was already accruing on the debt as at that date.

This issue is principally of relevance to claims where a creditor could have
obtained judgment in New York, where the applicable pre- and post-judgment
rate was 9% per annum simple, but had not done so as at the date of

administration: Lomas 11, paragraphs 24 and 25 [2/5/8-9].

COMMON GROUND

It is common ground that the phrase “#he rate applicable apart from the administration”
can enable a creditor to rely on a foreign judgment rate of interest or other

statutory interest rate.

This is correct. The only relevant question is what is the rate that is “applicable to
the debt apart from the administration”. 1t should be irrelevant whether the source of

that rate is contract, the general law or statute, including a foreign statute.
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THE TIMING DISPUTE

The point of difference between the Senior Creditor Group and Wentworth
concerns the circumstances in which a foreign judgment rate of interest or other
statutory rate will be capable of being “#he rate applicable to the debt apart from the

administration”.

Wentworth contends (see [25] of its Position Paper) that it will do so if, but only
if, the creditor had already obtained a foreign judgment carrying interest at the
foreign judgment rate before the date of administration or if the other statutory
interest rate was already accruing on the debt by that date. In other words,
according to Wentworth, there is a cut-off date for “the rate applicable to the debt
apart from the administration”, such that the relevant rate needed to have been

already vested and accruing as at the date of administration.

Wentworth’s position is an extreme one. For example, on its position, in the
event of a surplus, even a creditor who had commenced proceedings before the
date of administration and who had obtained a foreign judgment immediately
afterwards, is not entitled to interest out of the surplus for the period of the

administration at the relevant foreign judgment interest rate.

The principal argument deployed by Wentworth in this regard (see its Position
Paper at [28]) is based on the fact that the commencement of the administration
is the notional date of proof and distribution, such that the obligation to
distribute the surplus notionally arises at the same date. On that basis, it is said
that rule 2.88(9) is to be construed as referring to the rate applicable to the debt
“pursuant to such rights as existed as at the date of administration”. The right to interest
will only have existed, so it is said, if it was already accruing on the debt as at the

date of administration.

Wentworth’s position in this regard is unsupported by the language of the rule, is

contrary to fundamental principle, and cannot be correct.

First, Wentworth’s position requires rule 2.88(9) to be read as if the words “on #he

relevant date” were included before the phrase “apart from the administration”, i.e. as if
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it read “the rate applicable to the debt on the relevant date apart from the administration’.
That is not, however, what the rule says, and there is no warrant for interpreting

it in such a restricted mannet.

Secondly, Wentworth’s reliance on the notional date of proof and distribution
and the corresponding cut-off date for provable debts, is misplaced as a matter of

principle in the context of a surplus:

@) The notional distribution of assets and assessment of claims as at the date
of the Administration is a fiction employed for the purposes of collective
enforcement, to value provable debts as at the date of the
commencement of the insolvency proceedings: re Humber Iromyorks and
Shipbuilding Co. (1868-69) LR 4 Ch App 643; Re Dynamics Corporation of
America [1974] 1 WLR 757; Wight v Eckbardt Marine GmbH [2004] 1 AC
147.

2 Once all provable debts have been paid, the fiction becomes irrelevant. In
particular, it can have no relevance to the issue of what rate of interest
should be applied to provable debts for the period during which such
debts have been outstanding, or the surplus has been otherwise
distributed. Indeed, those issues pre-suppose that there has been a delay
in distribution of the assets and ascertainment of a surplus after the

payment of the debts proved.

Thirdly, the assertion of such a cut-off date is inconsistent with the manner in
which creditors’ post-insolvency entitlements have always been capable of being
enforced against the surplus, in respect of which there has never been a cut-off

. 33 . .
date of the commencement of the insolvency”. This is because:

@) Creditors’ underlying claims are treated as unaffected by the process for

collective enforcement, such that they are entitled to satisfaction of those

33

The only cut-off date in the event of a surplus is the purely practical one of actual
distribution of the surplus to the debtor or its shareholders. Once the surplus has in fact
been distributed, it is too late for the creditor to rely on any entitlements that it may have
or have acquired.
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claims in full, including interest for the period of the insolvency, before

funds are made available to the shareholdets.

As was explained by Lord Hardwicke in Bromiley v Goodere in 1743,
although it was debts due as at the date of bankruptcy that were required
to be paid rateably between creditors (see p.51), such an approach “wust
be confined to cases where there is a deficiency”. Where there was a surplus, the
position was clear: post-bankruptcy claims in the form of interest
recoverable from the debtor had to be paid before the surplus was
returned to the bankrupt “because it would be vain to pay any other surplus, when

1t might have been recovered from him again by the creditors” (p.51).

Creditors with non-provable claims arising post-commencement have
therefore always been able to make a valid claim against the surplus and,

indeed, may even be able to obtain a charging order on the surplus: see,

for example, In re Ward ex parte Hammond [1942] 1 Ch 294.

Fourthly, Wentworth’s contention that the relevant rate of interest must have

already been accruing on the debt by the date of administration is contrary to

principle where the relevant rate, for the purposes of “the rate applicable to the debt

apart from the administration”, is a contractual rate and the position cannot have

been intended to be different in relation to statute:

M

2

On Wentworth’s case, a creditor with an existing contractual right to be
paid a rate of interest in certain circumstances, would be unable to
recover that rate if those circumstances only occurred after the date of
administration. There is no justification for such an approach, which
would distinguish existing vested contractual entitlements from existing
but not presently vested contingent entitlements. Both are existing rights

of a creditor and both rights are required to be satisfied in full.

The position is the same, as a matter of principle, in relation to statutory
rights. For example, if proceedings have been issued before the date of
administration, a liability to pay interest pursuant to the foreign statute is

as much an existing contingent liability of the company in respect of
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interest, and as much a corresponding entitlement of the creditor, as a
contractual right to interest at a particular rate in the same circumstances:
see In re Nortel GmbH [2014] AC 209 at [75]-[77], [88]-[91] and [136]. The
fact that the source of the right is statutory, rather than contractual, is

. 34
irrelevant™.

Fifthly, Wentworth’s approach also has consequences which cannot be correct
where one is concerned with other statutes. It is common ground that “#he rate
applicable to the debt apart from the administration” can include a statutory rate. The
rate could, therefore, be a rate which the creditor has a right to under an English
statute, not merely under a foreign statute. On Wentworth’s approach, however,
a creditor would only be entitled to interest in accordance with its rights under
the statute, if interest at the relevant rate was already accruing on the debt as at

the date of administration.

Sixthly, Wentworth’s approach leads to differences in treatment that are arbitrary

in the context of a surplus. Compare, by way of example:

@) A creditor who obtained a foreign judgment against the company in
respect of its claim prior to the date of administration, and who therefore
had at that date a present accruing entitlement to interest pursuant to a

foreign statute at a rate higher than the Judgments Act rate.

2 A creditor who issued proceedings in the same foreign court before the
date of administration, but who did not proceed to, or who has not yet

proceeded to, obtain a judgment.

(3 A creditor who had not issued proceedings in the same foreign court

before the date of administration, but who issued proceedings and

34

Consider, for example, the type of right to interest applied in France, where interest
increases by 5% if payment is delayed for more than two months (albeit the rate, in the
case of France, remains at 5.04% under current rates, subject to the Court’s discretion to
award compound interest: see Lomas 11, paragraph 25.2 [2/5/8-9]). It cannot be
correct that the creditor is limited to the rate as at the date of administration, even if, as a
matter of statute, he was entitled to a higher rate of interest at some date or in some
circumstances, merely because that date or those circumstances occurred after the date
of administration.
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obtained a foreign judgment against the company in respect of its claim

after the date of administration.

4 A creditor who was entitled to commence proceedings in a foreign court
and obtain judgment, but who has refrained from doing so either before
or after the date of administration (perhaps because it was aware of the
company’s financial difficulties, and did not want to waste time and
money commencing the proceedings or because of the effect of the

moratorium).

Wentworth suggests that, on the proper construction of rule 2.88(9), it is only the
first of these creditors who is entitled to recover statutory interest, despite the
fact that all of the other creditors had an existing right, under foreign law, to
obtain judgment carrying interest at the foreign judgment act rate and could have
done so (and indeed, in relation to the third of these creditors, did subsequently

do so).

Seventhly, Wentworth’s approach renders the date when the debtor went into
administration as determinative of the rate applicable apart from the
administration, despite the fact that one is concerned with a surplus in which
event the date of administration should be irrelevant. It also penalises a creditor
who obtains judgment immediately after the date of administration, rather than
immediately before the administration, notwithstanding the fact that, apart from
the administration, the interest rate actually applicable to both debts was the
same throughout the period of the administration and at the point when interest

came to be calculated and the surplus distributed.

Wentworth’s contention that the “rate applicable to the debt apart from the
administration” can include a foreign judgment act rate, but will to do so if, but
only if, the creditor already had the benefit of a foreign judgment as at the date of

administration is therefore plainly incorrect.
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THE PURPOSE AND EFFECT OF RULE 2.88(9)

The correct approach requires one to construe rule 2.88 against the background

of the effect of the statutory moratorium and the insolvency scheme as a whole.

There are three possible approaches to the present issue:

(1) The first approach is that for which Wentworth contends. A rate of
interest under a foreign judgment can only be the “rate applicable to the debt
apart from the administration” if the creditor already had the benefit of a

foreign judgment as at the date of administration.

2 The second approach is that there is no cut-off as at the date of
administration, such that every creditor who obtained a vested and
accruing right to a rate of interest after that date is entitled to interest at

that rate out of the surplus.

3) The third approach is that the phrase “zhe rate applicable to the debt apart from
the administration” also encompasses a rate to which the creditor was
contingently entitled and which, but for the moratorium, he could have

obtained as a vested accruing right apart from the administration.

It follows, from the analysis set out above, that the first approach is incorrect and
that Wentworth is wrong to contend that the “rate applicable to the debt apart from the
administration” can only include a foreign judgment act rate if the creditor already

had the benefit of a foreign judgment as at the date of administration.

On any basis, a creditor who, for example, actually obtained a judgment after the
date of administration must also be entitled to have his rights satisfied in full
before the surplus is distributed to shareholders. Anything else would be contrary
to principle and authority. The phrase “zhe rate applicable to the debt apart from the

administration” must therefore at least include the second approach.

The second approach cannot, however, have been intended to be the only

circumstance, over and above that for which Wentworth contends, in which a
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creditor is entitled to claim that a foreign judgment act rate of interest is the “7aze

applicable to the debt apart from the administration”.

First, there is no reason in principle why a creditor who has a contingent right to
interest at the foreign judgment rate as at the date of administration, cannot say
that such rate is to be regarded as “the rate applicable to the debt apart from the
administration” for the purposes of rule 2.88(9) even if it had not vested and
started accruing by that date. The creditor had a right to obtain interest at that

rate which was, in that sense, the rate properly applicable to the debt.

Secondly, if the phrase “#he rate applicable to the debt apart from the administration” was
construed so as to apply solely to rights to interest which had vested either before
or after the date of administration, and not also apply to a creditor who at all
material times had a right to obtain interest at that rate, this would provide a

perverse incentive for creditors to race to obtain judgment.

The reason for paying statutory interest to those whose debts do not otherwise
carry interest was that such creditors have been prevented from obtaining
judgment by the intervention and continuance of the statutory regime, and

therefore from obtaining an entitlement to interest at a statutory rate:

@) The purpose of the rules governing Statutory Interest is to entitle a

creditor “to compensation for delay by way of payment of interest which the insolvency

regime has prevented it from establishing either by proving or by commencing its own

proceedings”: Waterfall I [2015] Ch 1 at [163] (emphasis added).

2 See also Giffard L] in Re Humber Ironworks (1868-69) LR 4 Ch App 643:
“I do not see with what justice interest can be computed in favour of creditors whose
debts carry interest, while creditors whose debts do not carry interest are stayed from

recovering judgment, and so obtaining a right to interest”.

The clear intention of the scheme, which is reflected in the moratotium, is that
creditors with unsecured claims ought not to be forced to bring claims during the

pendency of the insolvency proceedings, and the company ought not to be
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required to defend such claims, whether to enable the creditor to preserve an

entitlement to obtain interest or otherwise.

In this regard, it is interesting to note that the use of a counter-factual
hypothetical (i.e. the position apart from the administration) was adopted in
respect of the application of the rule in Bower v Marris to non-interest bearing

debts in the context of administration of estates.

In Whittingstall v Grover [1886] 55 LT 213, Chitty | was required to consider a
question of priority between the separate and joint creditors of A to interest from
A’s estate (A having carried on business with B in partnership). As between the
separate creditors, some had debts carrying interest by law, and others did not.
The former’s right to be paid interest was admitted to have priority over the latter
(page 217, lhc). However, as regards the justification for payment of interest to

the latter, Chitty J stated (emphasis added):

“Previously to the Orders of 1841, the Court of Chancery did not give interest to a
creditor coming in under a decree for the administration of the estate of a deceased
person where the debts did not by law carry interest. The orders of 1841, relating to
interest, were in substance repeated in the Consolidated Orders of 18671 and are now
embodied in the subsisting Rules of Court, Order 11, rr. 62, 63. The rules of 1841
were founded on the 17" section of the statute 152 Viet ¢. 110. Previously to that
enactment, a_judgment debt did not carry interest at lawy and the Court of Chancery
had no jurisdiction to give interest to creditors, who came in under its decree for
administration, where the debts did not by law carry interest. But the court wonld not,
after such a decree, permit a creditor to proceed at law to recover judgment for bis deb.
Consequently, after the passing of the statute 1¢>2 1ict ¢. 100, a court of equity,
while interfering with this legal right for the common benefit of all the creditors, was
bound, on equitable principles, to put hin in the same position as if he had exercised
it. Hence the order of 1841. Lord Romilly explained the matter substantially to the
same effect when he said in Re The Herefordshire Banking Company” (...I.Rep 4

35

In In re Herefordshire Banking Company, Lord Romilly MR applied the decision in Iz re
Hadfield’s Patent Cask and Package Company, Limited (1863) 46 ER 770 to the effect that, in
a winding-up, there was no right to payment of interest on debts which did not
otherwise carry interest (and that rule 26 of Order in Chancery Under the Companies
Act 18062 was wuitra vires: a point confirmed in In re East of England Banking Company (1868-
69) LR 4 Ch App 14). A distinction was drawn (page 252) between the nature of a decree
for the administration of assets, and a winding-up order. Although both were decrees in
equity, the latter was said not to give creditors a judgment against the company or entitle
them to interest in respect of it: the statutory regime was said to prevail, and there was
no room for the equitable jurisdiction exercised in the context of administration of
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Eq 250) that the court allowed interest at 4 per cent from the date of its decree,

becanse the decree is a judgment in equity for the benefit of all the creditors, and prevent

them from getting a judgment at law which would give them interest. The right of the

creditor whose debt does not carry interest by law is, therefore, based wupon the
provisions of the statute 152, Vict ¢110, and the Orders of 1841, and the existing
Rules of Conrt merely give effect to such right”.

In such a case, Chitty | therefore held that creditors without a right to interest but
for the effect of Order 46 of General Order of the Court of Chancery, 26 August
18417, were treated in equity as entitled to interest from the date of the decree

because:

@) The decree of administration prevented such creditors from getting a

judgment at law which would give them a right to interest; and

2 Treating them as entitled to interest from the date of the decree would
place creditors in the “same position” as if they had exercised the rights that

they were prevented from exercising.

This rationale is equally capable of applying in practice to foreign judgments as it

is to judgments in England.

Therefore, where, but for the moratorium, creditors wetre entitled to obtain a
foreign judgment rate of interest, that is the rate that should be regarded as “zbe

rate applicable apart for the administration” because that is the rate that will best:

@) Reflect the position that the creditor would have been in if the company

is treated as if it is, and always has been, solvent; and therefore

2 Compensate the creditor at the rate that it would have been compensated

at for the delay caused by the administration.

36

estates to apply. Such a distinction is now irrelevant in circumstances where a right to
post administration interest on non-interest bearing debts is provided for in the relevant
legislation.

This provided: “That a creditor, whose debt does not carry interest, who shall come in and establish
the same before the Master under a decree or order in a suit, shall be entitled to interest upon his debt, at
the rate of [4 per cent. From the date of the decree, out of any assets which may remain after satisfying
the costs of the suit, the debts established and the interest of such debts as by law carry interest”.
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Although each case will be fact specific, the Senior Creditor Group therefore
contends that the words “#he rate applicable to the debt apart from the administration” in
rule 2.88(9) are capable of including a foreign judgment rate of interest in all of
the circumstances set out in the Senior Creditor Group’s Reply Position Paper at
[4(9)]. This includes cases where a creditor was entitled to commence
proceedings against the company but did not do so. This is so, provided that, in
each case, the foreign proceedings are proceedings that the creditor was or is
entitled to commence and the foreign law was or is a law applicable to the claim,
whether as result of the foreign law being the governing law of the claim or the
jurisdiction being one in which the creditor was required or entitled to

commence proceedings.

In their Position Paper the Administrators also ask the Respondents to clarify
from what date interest based on a foreign judgment rate will begin to accrue, in
circumstances where a creditor could have sued in the foreign jurisdiction as at
the date of administration but has not done so. The Senior Creditor Group’s
position in this respect is that interest will be treated, in the normal way, as

beginning to accrue from the date of administration.

WENTWORTH’S FURTHER ARGUMENTS

Wentworth makes a number of further arguments in its Position Papers, none of

which have merit.

First, it is said that it would be inconsistent with the fundamental principles of
insolvency law and inconsistent with the statutory moratorium if the “rare
applicable to the debt apart from the administration” could include a foreign judgment
rate of interest in circumstances where, absent action in breach of the stay or
pursuant to an exception granted by the Court in the exercise of its discretion to
lift the stay, the creditor would not have been able to sue in that foreign
jurisdiction and obtain the foreign judgment rate. That is said to be “unfair” to all

other creditors who were bound by the stay; see its Position Paper at [29(1)-(3)].

This is incorrect. The fact that a creditor might not have been able to obtain an

order for payment of interest, absent action in breach of the stay or pursuant to
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an exception granted by the Court in the exercise of its discretion to lift the stay,
is not a reason for denying him interest. To the contrary, the existence of the

moratorium is one of the reasons why creditors are entitled to receive interest

calculated at the Judgments Act rate: Warerfal/ 1 [2015] Ch 1 at [163].

Secondly, Wentworth argues that there is no basis for any actual assumption that
LBIE would not have paid or defended the claim; see its Position Paper at
[29(4)]-

This is incorrect. It is entirely appropriate to assume that the relevant rate is that
which would have applied had the debtor failed to pay or successfully defend the
claim. Had LBIE paid or had a valid defence to the claim, no proof of debt
would have been lodged or admitted. This is the same assumption that is made
as regards the justification for payment of statutory interest generally ie. the

creditor has been deprived of the ability to obtain a judgment against the debtor.

Thirdly, it is argued that the rate at which post-administration interest is payable
to a creditor can never include a rate of interest under a judgment which had not
been obtained as at the date of administration because the provable debt (on
which interest is paid) will consist only of its original claim, and will not include
any future judgment debt that might later be obtained; see Wentworth’s Reply

Position Paper at [24].

This is incorrect. The argument appears to rely on the fact that, as no foreign
judgment was obtained, the right to interest cannot have merged with the proved
debt, and interest is payable on proved debts. However, interest under rule
2.88(9) does not rely on any right to interest having merged with the debt. It
provides, instead, a right to interest on the proved debt, calculated by reference

to the rate applicable to the debt apart from the administration.

Fourthly, Wentworth argues that there is substantial increased uncertainty
introduced by any interpretation other than that which it advocates; see

Wentworth’s Reply Position Paper at [26].
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This is incorrect. Where a debt has been accepted as a provable debt, it is
entirely proper (and in accordance with the purpose of rule 2.88(9)) to assume
that a creditor, if not paid, would have brought proceedings and established the
claim. The only relevant issues ought to be the creditor’s entitlement to bring
proceedings in the foreign court (or rely on a right under a foreign statute), and
the rate to be applied. The suggestion by Wentworth that consideration need be
given to matters such as whether the claim would have proceeded to judgment is
an attempt to introduce uncertainty where there can be little doubt as to the

sensible interpretation of the rule and basis on which to proceed.

CONCLUSION

The Senior Creditor Group contends that the words “zhe rate applicable to the debt
apart from the administration” in rule 2.88(9) are capable of including a foreign
judgment rate of interest in all of the circumstances set out in the Senior Creditor
Group’s Reply Position Paper at [4(9)]. This includes cases where a creditor was

entitled to commence proceedings against the company but did not do so.
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Question 5 is concerned with whether, for the purposes of establishing “whichever
is the greater of the rate specified under paragraph (6) and the rate applicable to the debt apart
from the administration”, one is concerned with the total amounts of interest payable
or merely the numerical rates and, in either case, how this is calculated when the

rate applicable apart from the administration changes over time.

The Senior Creditor Group and the Administrators (at [39] of their Position
Paper) agree that, for the purposes of establishing whichever is the greater of the
Judgments Act rate and the rate applicable to the debt apart from the
administration, the comparison required is of the total amounts of interest that

would be payable under rule 2.88(7) based on each method of calculation.

It is therefore necessary to identify the total amount of interest that would be
payable with respect to the debt under rule 2.88(7) apart from the administration,
taking into account all components of the calculation and not merely the

numerical percentage component.

This approach is consistent with the Senior Creditor Group’s position in relation
to Questions 2 and 3. It accords with the purpose of rule 2.88(9), and the
historical right of a creditor to receive all interest that would otherwise have been

payable before the surplus is made available to the debtor. In particular:

@) It enables a comparison to be made between the total interest that a
creditor would have received apart from the administration and that
receivable if the Judgments Act rate applies, and therefore respects, so far
as possible, creditors’ rights in respect of interest “apart from the
administration” before permitting any surplus to be paid to creditors with
non-provable or subordinated claims, or to be returned to the

shareholders.

2 It reflects the established historical approach whereby, if there was a

surplus in an insolvency, a creditor (in bankruptcy and in corporate
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insolvency) was regarded as entitled to be paid interest in the manner that

it would have been calculated but for the intervening insolvency.

Where the “rate applicable to the debt apart from the administration” varies from time to
time, it is therefore necessary to calculate the total amount of interest the creditor
would be entitled to under the rate applicable to the debt apart from the
administration as it varies from time to time with the total amount of interest the
creditor would be entitled to under the Judgments Act rate, and to pay the greater
of the two amounts (Senior Creditor Group’s Position Paper, at [5(1)]). That is to
say, a comparison is required of (i) the aggregate total interest payable in
accordance with the rate applicable apart from the administration (irrespective of
whether, from day to day, it exceeds that payable pursuant to the Judgments Act
rate), and (i) the aggregate total interest payable in accordance with the

Judgments Act rate.

The Administrators contend in the alternative (see their Position Paper at [38(5)])
that, where the rate applicable to the debt apart from the administration varies
from time to time so as to be less than the Judgments Act rate at certain times,
interest is payable at the Judgments Act rate for those parts of the period during
which it was greater than the rate applicable to a creditor’s debt apart from the
administration. The practical difficulties inherent in such an approach are

explained in Lomas 11, paragraph 28 [2/5/9-10].

Those difficulties support the Senior Creditor Group’s argument that the correct
approach, which accords with the purpose of rule 2.88 generally, is to compare
the aggregate total interest payable in accordance with the alternative methods of
calculating interest, rather than seeking to conduct a comparison on a day by day

basis.

Wentworth accepts that if (as the Senior Creditor Group and the Administrators
contend) the “rate applicable to the debt apart from the administration” can include a
compound rate then the comparison of the Judgments Act rate and the rate
applicable to the debt apart from the Administration is not conducted simply by

comparing the headline rates.
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However, Wentworth is wrong to say (at [34] of its Position Paper) that in those
circumstances it is necessary to identify a weighted average simple rate which
equates to the compound rate in order to allow a proper comparison with the
Judgments Act rate. All that is required is to compare the total amount of interest
the creditor would be entitled to under the rate applicable to the debt apart from
the administration with the total amount of interest the creditor would be entitled
to under the Judgments Act rate, and to pay the greater of the two amounts. That
approach accords with the purpose of rule 2.88(9), and the historical right of a
creditor to receive all interest that would otherwise have been payable before the

surplus is made available to the debtor.

The Administrators in [40] of their Position Paper say that they have identified a
related issue on which they invite the Respondents to explain their position. That
issue concerns the way in which the greater of the Judgments Act rate and the
rate applicable to the debt apart from the administration should be determined in
circumstances where a creditor has several proved debts, but only one or more of
these arises from a contract (or contracts) conferring a right to interest (or which
gives rise to an applicable rate of interest apart from the administration in excess

of the Judgments Act rate).

Two alternative approaches have been identified by the Administrators, the

consequences of which are explained in Lomas 11, paragraph 29 [2/5/10]:

@) Under the “Disaggregated Approach”, the comparison is made in respect
of each constituent element of the admitted claim between (a) the
amount of Judgments Act rate interest payable, and (b) the amount of
interest payable if the applicable rate is that which would have applied
apart from the administration. Some elements of the admitted claim may
therefore carry interest at the rate applicable apart from the
administration, while others would carry interest at the Judgments Act

rate; and

2 Under the “Aggregated Approach”, the comparison is not made in
respect of each constituent element, but is made between the total

interest payable on the whole of the proved debt apart from the
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administration, and the total interest payable on the whole of the proved

debt if the Judgments Act rate is applied.

The potential economic impact of the two approaches is described in Lomas 11,

patragraphs 30-33 [2/5/10-12].

The Senior Creditor Group’s position (consistent with its position on Question

37) is that the Disaggregated Approach is correct. Wentworth agrees

(Wentworth’s Reply Position Paper, at [29]):

M

2

3)

)

®)

Rule 2.88(7) in combination with rule 2.88(9) requires any surplus
remaining after payment of the “debts proved’ to be applied in paying
interest on “zhose debts” at the greater of the Judgments Act rate and the

rate applicable to the debt apart from the administration.

Where a creditor has submitted a single aggregated proof in respect of a
number of debts, it is necessary in the case of each debt making up the
single aggregated proof to compare the total amount of interest payable
under the rate applicable apart from the administration with the total
amount of interest the creditor would be entitled to under the Judgments

Act rate.

This follows from the fact that neither the process of proving nor the
submission of a proof of debt creates new substantive rights in creditors
or destroys the old ones (see Wight v Eckbardt Marine GmbH [2004] 1 AC
147 at [27]). The “debts proved”’ within rule 2.88(7) are the underlying debts

to which a proof of debt relates.

Any other conclusion would give rise to anomalous results. For example,
it would mean that two creditors who are each owed a number of
identical debts would be treated differently depending on whether they

submitted single or multiple proofs of debt.

As obsetved in Lomas 11, paragraph 33 [2/5/12], the Disaggregated

Approach therefore preserves a creditor’s right to receive interest at a rate
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higher than the Judgments Act rate where that rate would be applicable
apart from the administration. It gives the creditor the benefit of the
Judgments Act rate wherever it is higher than the rate otherwise
applicable to the debt apart from the administration. That approach

accords with the purpose and policy of rule 2.88 as described above.
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INTRODUCTION

Questions 6 to 8 are concerned with the date from which interest on proved

debts out of any surplus under rules 2.88(7) and (9) is calculated.

Questions 7 and 8 are concerned with contingent debts and future debts. The
issue is whether, in relation to such debts, interest under rules 2.88(7) and (9) at

the Judgments Act rate is calculated from:
@) The date of administration; or

2 The date that the contingent debt ceased to be subject to a contingency

or the future debt became due and payable.

Question 6 is concerned with identifying the date from which “#he rate applicable to
the debt apart from the administration” is calculated for the purposes of determining

whether that rate is greater than the Judgments Act rate, as required by rule
2.88(9).

It is convenient to consider first the date from which creditors with contingent or
future debts are entitled to interest under rules 2.88(7) and (9) at the Judgments
Act rate (Questions 7 and 8) before turning to consider the position in relation to

“the rate applicable to the debt apart from the administration” (Question 6)".

The Senior Creditor Group contends that interest under rules 2.88(7) and (9) is
payable on all debts proved in the administration from the date of administration,
regardless of whether such debts were present or future, certain or contingent as

at the date of administration.

37

Whether or not any particular claim, including claims arising under prime brokerage
agreements, are contingent and, if contingent, in what sense, is an issue that depends on
the facts of each claim. The Senior Creditor Group reserves its position in full as to
which claims in the administration are propetly treated as contingent claims.
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Rule 2.88(7) provides that “any surplus remaining after payment of the debts
proved shall, before being applied for any purpose, be applied in paying interest
on those debts in respect of the periods during which they have been outstanding

since the relevant date”.

The question of from when, for this purpose, proved debts “have been outstanding’
is a question of statutory interpretation, the answer to which depends on the
meaning and effect of rule 2.88, construed, in the ordinary way, as part of the
Rules as a whole and in the light of relevant prior legislation, authority and

fundamental principles of the insolvency scheme.

The normal meaning of the word “outstanding’ is very broad. It is not limited to
debts which are due and payable, as the Administrators contend. It can be and
often is used to describe contingent debts (see, e.g. Crystal Palace FC (2000) Ltd v
Peterson [2005] EWCA Civ 180 per Clarke L) and future debts which are not due
and payable (see e.g. rule 2.105).

In accordance with the statutory scheme, all provable debts are ascertained and
valued as at the date of administration so as to ensure the pari passu distribution
of the debtor’ assets. In the case of contingent and future debts, this requires a

present value to be put on such debts:

(1) In the case of contingent debts, this is achieved by rule 2.81(1) which
requires the value of the debt as at the date of administration to be
estimated as at that date. The process of estimation requires one to take
into account both the probability of the contingency occurring and also
the fact that, if does occur, the debt will become payable at some date in
the future. If the contingency occurs during the course of the
administration, the same exercise of estimating the present value of the
debt as at the date of administration is performed, and the revised

estimate is the amount provable under rule 2.81(2).

2 In the case of future debts, this is achieved by the combined effect of rule
2.89 and rule 2.105. The creditor is entitled to prove for the full amount
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of his debt but, for the purposes of dividends, that amount is discounted

back to the date of administration in accordance with a statutory formula.

The approach of ascertaining claims as at the date of the commencement of the
insolvency has existed since the concept of provable claims was first introduced,
and the need to value future and contingent claims has existed since such claims

were first admitted to proof in 1720 and 1824 respectively.

The purpose of this process is to ensure that creditors with contingent and future
debts are entitled to share pari passu in the assets of the estate, by reference to
their present value as at the date of administration, in the same way as all other

creditors.

It follows that, for the purposes of entitlement to interest under rule 2.88(7), all
proved debts are “outstanding since the relevant date”, within the meaning of that

phrase, whether they are present or future, certain or contingent.

This is a consequence of giving such debts a present value for the purposes of
proof. Requiring a debt to be discounted to give it a present value necessarily
envisages the discounted amount being treated as presently due and payable. If,
instead, it was still treated as only payable in the future, the present value of the

debt would not be its discounted amount™.

The reference to “the periods during which they [i.e. the proved debts] have been ontstanding
since the relevant date” in rule 2.88(7) is a reference to the periods during which
proved debts have been outstanding, in the sense of remaining unpaid by the
insolvency process in whole or in part, taking into account the fact that the

amount of the debt may have been reduced by eatrlier dividends.

This is consistent with successive iterations of the bankruptcy legislation prior to
the 1986 Act which expressly provided in terms that, in the event of a surplus,

interest was payable on all debts proved, including contingent and future debts,

38

Imagine a debtor who owes a creditor £100 payable in one year’s time saying that the
present value of that debt is, say, £80, and that he will therefore pay the creditor £80 in
one year. Giving the debt a present value only makes commercial sense if it is going to
be treated as payable now rather than in one year’s time.
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from the date of commencement of the bankruptcy (as referred to in more detail

in paragraph 293 below).

If this was not the case creditors would not be treated pari passu and creditors
would not be compensated for delay in the manner intended by the legislature.

Thus:

@) A contingent creditor would not receive the full value of his claim, as his
proved debt would have been given a present value as at the date of

administration, but dividends would only have been paid later.

2 But nor would he receive compensation on the present value of his claim
for the delay in distributing that value, but would instead only receive

compensation from some future date.

The consequence of this would be that, although his proved debt would have
been ascertained and given a present value as at the date of administration so as
to rank equally with all other proved debts, a contingent creditor would not

receive interest pari passu with all other creditors.

It would also have the effect that, although the contingent creditor would not
have had his claim satisfied in full, the surplus would be distributed to

shareholders, which would be contrary to fundamental principle.

The mere fact that in one situation (discussed further below), rule 2.88(7) may
arguably produce a windfall for a creditor with a certain category of future debts
is no reason for ignoring the basic intention and effect of the rule. Nor is it a
justification for construing rule 2.88(7) contrary to it natural meaning, and in a

way that necessarily causes loss to other creditors.

The Senior Creditor Group contends that if, contrary to its primary position, a
creditor with a contingent or a future debt is only entitled to interest under rules
2.88(7) and (9) when that debt becomes due and payable, then such part of its
underlying claim as has not been satisfied and discharged in full ranks as a non-

provable claim; see Question 39.
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THE STATUTORY SCHEME

The meaning of the requirement that any surplus “be applied in paying interest

on those debts in respect of the periods during which they have been outstanding

since the relevant date” is a question of statutory interpretation, which needs to

be considered in the context of the statutory scheme.

An insolvency proceeding is a process of collective enforcement which takes

effect from the commencement of the winding up. The basic features of that

statutory scheme are well known. For example, in relation to the winding-up of

an insolvent company:

M

2

3)

)

®)

A creditor who wishes to make a claim against the insolvent company

may submit a proof of debt.

The debts which can be admitted to proof are ascertained as at the
relevant date, namely the date of the winding-up order; Re Humber
Tromworks and Shipbuilding Company at p.646-647; Re Dynamics Corporation of
America at p.761G- 765; and Wight v Eckhardt Marine GmbH at |27].

Interest is not provable in so far as it is payable in respect of any period

after the date of the winding-up order.

The realisation and distribution of the assets of the insolvent company is
treated as notionally taking place on the date of the winding-up order; Re

Dynamics Corporation of America at 763G-765; Stein v Blake at p.252.

The process is designed to ensure the pari passu distribution of the assets
of the insolvent company amongst its creditors; Re British America
Continental Bank 1td at p.582; Re Dynamics Corporation of America at p.764 -
765; Wight v Eckbardt Marine GmbH at [29]; and Revenue and Customs
Commiissioners v Football 1 eagne 1.td at [77].
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(6) Any surplus, remaining after payment of proved debts in full, is applied in
payment of interest in respect of the period after the date of the

commencement of the winding-up.

The same analysis applies in relation to a distributing administration, save that the
relevant date is the date of administration. Although such an administration only
comes into effect on the giving of notice under rule 2.95, the statutory process of
collective enforcement is treated as having taken place retroactively as from the

date of administration.

This basic regime applies to contingent and future debts. The only difference is
that, given that they are not due and payable as at the date of the winding-up
order, the process of admitting such debts to proof and ensuring that they rank

pari passu with creditors necessarily requires them to be given a present value.

It is easiest to consider the effect of the rules in relation to the proof of
contingent debts first and then to consider the position in relation to future

debts, as the specific rules governing them are different.

CONTINGENT DEBTS

The amount of any contingent claim for the purposes of proof is ascertained in

accordance with rule 2.81(1) which provides that:

“The administrator shall estimate the value of any debt which, by reason of its being
subject to any contingency, or for any other reason does not bear a certain value; and he
may revise an estimate previously made, if thinks fit by reference to any change of
circumistances or to information becoming avatlable to hin”.

The process of estimation required by rule 2.81(1) requires an administrator to
place a present value, as at the date of administration, on uncertain future claims.
This is necessary to enable the company’ assets to be distributed pari passu

amongst its creditors.

A contingent claim is a claim which may or may not become due and payable in

the future depending on whether one or more contingencies occut.
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As a matter of principle it follows that, in estimating its present value, it is

necessary to take into account not merely the probability of the contingency or

contingencies occurring; but also the fact that, if such contingencies occur, the

claim will only become due and payable at some date in the future.

This approach is reflected in the authorities. See for example:

M

2

In Re European Assurance Society Arbitration (1872) 17 S.J. 69, 60 (“The
necessity for a valuation of these claims against the company arises from this fact, that
all the property of the company is, under the winding up order, handed over for equal
distribution among its creditors. Of those creditors annuitants and holders of policies
granted by the company are some, and the necessity of making an equal distribution of
the assets of the insolvent company, renders necessary also a valuation of these claims.
There are claims to arise, as in the case of annuities, from time to time, in future. In
the case of policies they are contingent claims arising upon a contingent event, nanmely,
the death of the person to whom the policy is granted. The legislature has determined,
and in all insolvencies the same rule applies, that in the course of the administration of
the estate of an insolvent company these debts shall be valued; they must be valued; you
could not withhold out of the assets of the company a large sum of money, and keep it

invested, or in suspense, to answer the claims when they arise. You must put a present

value on these future claims, and that present value represents the sum for which the

claimant, the holder of the claims, will be entitled to rank among the rest of the

creditors” (emphasis added)).

Re Danka Business Systems Ple [2012] EWHC 579 per HHJ Pelling QC at
[40] cited, without disagreement, by the Court of Appeal at [2013] Ch.
506 [11] (“In swmmary therefore the position is as follows — the members of a
company are entitled to place their company in MVL. Once a company has been
Pplaced in MV'L it is subject to the statutory process set out in the L4 and IRs. Once a
creditor seeks to prove for a contingent liability with an uncertain valwe IRs r4.86
applies. 1t is mandatory in its terms. It requires that a lignidator “...shall...”
estimate the value of a debt not having a certain value where, as here, the creditor
concerned has proved for the debt or the liability in the liquidation...The statutory

scheme has been designed to place a present value on uncertain future claims in order to
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enable the liquidation process to be brought to a speedy conclusion” (emphasis

added)).

©)) Re MF Global UK [2013] EWHC 92 at [54] (“The process of estimation ains to
assess the likelihood of the occurrence of the relevant contingency and the amount likely
to become due on such occurrence or to predict the outcome of a process of quantifying a

sums which is unascertained at the relevant date. 1t is essentially a process of putting a

present value on possible future events or outcomes” (emphasis added)).

4 Waterfall I [2015] Ch 1 at [77] (“The contractual right of a contingent creditor is
not to a payment of the maximum amount which may become payable but is a right to

payment if but only if the contingency occurs. Lhe rules provide a mechanism for placing

a present value on that right” (emphasis added)).

This approach is also reflected in the textbooks; see, for example, Goode,

Principles of Corporate Insolvency (4" ed.) at [4-39).

Wentworth is therefore incorrect to suggest, as it does in its Position Paper at
[53] that, in supposed distinction to the position in relation to future debts, there
is no provision for estimating the present value of contingent debts. That is

precisely the exercise that rule 2.81(1) requires to be conducted”.

Rule 2.81(1) also provides that the administrator “way revise an estimate previously
made, if he thinks fit by reference to any change of circumstances or to information becoming
available to hin?’. In that event, the same exercise of estimating the present value
of the debt as at the date of administration is performed in the light of the new
circumstances or information, and the revised estimate is the amount provable
under rule 2.81(2)". The object of the exercise is the same, the only difference is

that it is conducted with the benefit of hindsight.

40

The reason why rule 2.81(1) provides a more general rule for estimation in relation to
contingent debts and why the Rules do not simply apply rule 2.105 to contingent debts is
because in relation to such debts it is also necessary to estimate the probability of the
contingency occurring and because the date on which the contingency may occur may
itself be uncertain, thus providing no fixed date from which rule 2.105 could be applied.

There are a number of cases in which the court has proceeded on the basis that that
where the amount of a contingent or unascertained claim becomes certain during the
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POST-INSOLVENCY INTEREST ON CONTINGENT CLAIMS

Interest under rules 2.88(7) and (9) is payable on all debts proved in the
administration, including contingent debts estimated in accordance with rule

2.81(1), from the date of administration.

In particular, for the purposes of entitlement to interest under rule 2.88(7), all
proved debts, including contingent debts, are “outstanding since the relevant date”,

within the meaning of that phrase.

This is the consequence of giving such debts a present value for the purposes of
proof. When that process requires a debt to be discounted to give it a present
value, it necessarily envisages the discounted amount being treated as presently
due and payable. If, instead, it was still treated as payable only in the future, the

present value of the debt would not be its discounted amount.

This construction accords with the natural meaning of rule 2.88(7) and the
requirement that the surplus “be applied in paying interest on those debts in respect of the

periods during which they have been ontstanding since the relevant date”:

@) Rule 2.88(7) refers to “those debts”, which is a reference to proved debts
generally. No distinction is drawn depending on whether the proved
debt is present or future, certain or contingent. The surplus is to be

applied in paying interest on all such debts.

2 The rule requires interest to be paid on proved debts for “#he periods during

which they have been outstanding since the relevant date” (.. the date of

administration) (emphasis added). The period for which interest is to be
paid is expressed to start on “#he relevant date”. 1t proceeds on the basis
that all proved debts have been outstanding “since the relevant date” and are

outstanding until some subsequent date.

course of a winding up, the ascertained amount should be taken as the claim’s value. See
e.g.: Re MF Global UK [2013] Bus LR 1030 at [48]; Szein v Blake [1996] 1 AC 243, 252.
However, none of those cases expressly considered or heard argument on whether the
sum ascertained with the benefit of hindsight ought, in accordance with general
principles, to be admitted at an amount reflecting its value as at the date of
administration.
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©)) Put another way, the rule does not state merely that interest should be
paid “Un respect of the periods during which they have been ontstanding’, thereby
omitting the words “szuce the relevant date”. Such a formulation would have
been used if contingent and future debts were not to be treated as
outstanding from the relevant date, as this would have encompassed the
possibility that debts were not outstanding since the relevant date but

only became outstanding from some later date.

4 The reference to “the periods during which they have been outstanding since the
relevant date’ is intended to accommodate the fact that one or more
dividends may have been paid since the relevant date, with the result that
the full amount of the debt may not have been outstanding for the full

period since the relevant date, but only for part of that period.

This construction of the word “outstanding’ is also supported by the terms of rule
2.105 in relation to future debts (the effect of which rule is considered in detail

below). Thus rule 2.105(2) states that:

“For the purpose of dividend (and for no other purpose) the amount of the creditor’
admitted proof (or, if a distribution has previously been made to him, the amount
remaining outstanding in respect of his admitted proof) shall be reduced by applying the
Jfollowing formula ...” (emphasis added).

This rule therefore applies the word “outstanding’ to a future debt, despite the fact
that such debt has not yet become due and payable. It also does so in the
context of identifying the amount that remains outstanding following the
payment of dividends. This usage is entirely consistent with the usage of the

same word in rule 2.88(7).

This construction is consistent with the natural meaning of the word

“outstanding’, which is wide enough to cover contingent debts which have not yet
become due and payable; Crystal Palace FC (2000) Ltd v Peterson [2005] EWCA Civ
180 per Clarke LJ.

This construction is also consistent with the effect of successive iterations of the

bankruptcy legislation prior to the 1986 Act, which expressly provided in terms
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that, in the event of a surplus, interest was payable on all debts proved, including

contingent and future debts, from the date of commencement of the bankruptcy.

For example:

M

2

3)

Rule 137 of the General Rules in Bankruptcy 1869 provided that ‘“Such

surplus shall not be paid until all creditors who have proved shall have received interest

upon_their debts to be calculated and paid at the rate and in the order following, viz.,
all creditors whose debts are by law entitled to carry interest in the event of a surplus
shall first receive interest on such debts at the rate of interest reserved or by lay payable

or proveable thereon, to be calenlated from the date of the order of adjudication and

after such interest shall have been paid, all other creditors shall receive interest on their

debts from such date at the rate of four pounds per centum per annum’” (emphasis

added)*".

Section 40(5) of the Bankruptcy Act 1883 provided that “If there is any
surplus after payment of the foregoing debts, it shall be applied in payment of interest

from the date of the receiving order at the rate of four pounds per centum per annum on

all debts proved in the bankruptey” (emphasis added).

Section 33(8) of the Bankruptcy Act 1914 provided that “If there is any
surplus after payment of the foregoing debts, it shall be applied in payment of interest

from the date of the receiving order at the rate of four pounds per centum per annum on

all debts proved in the bankruptey” (emphasis added).

There is no indication in any of the materials prior to the introduction of the

1986 Act and Rules, that the legislature intended to change the effect of the

statutory regime in this respect, let alone to draw a distinction between present

debts and contingent or future debts so far as interest out of any surplus was

concerned.

This construction is also consistent with the fundamental principles inherent in

the statutory scheme. In particular:

41

See, also, section 197 of the Bankruptcy Law Consolidation Act 1849 and section 132 of
the Bankruptcy Act 1825, which are in materially identical terms to rule 137 of the
General Rules in Bankruptcy 1869.
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M

2

3)

)

It ensures that creditors are treated equally and that the assets of the
debtor are distributed pari passu amongst them. Indeed, this principle is
the reason why contingent claims are estimated and given a present value

in the first place.

It ensures that a contingent creditor receives the full value of his
underlying claim, and is not prejudiced by having his claim given its
present value as at the date of administration but then only receiving

dividends in respect of that proved debt at some later date.

It ensures that a contingent creditor receives proper compensation for
the time value of money lost as a result of his claim having been given a
present value as at the date of administration but then not having

received dividends until some later date.

It ensures that the surplus is not distributed to shareholders in
circumstances where a contingent creditor’s claims to payment in full and

compensation for delay have not been satisfied in full.

WENTWORTH’S AND THE ADMINISTRATORS’ ARGUMENTS

Wentworth and the Administrators contend, however, that interest under trules

2.88(7) and (9) does not start running and is not payable on a contingent debt

unless and until the contingency occurs.

The principal argument that they make is based on the wording of rule 2.88(7)

and the requirement that the surplus is applied in paying interest on debts proved

“in respect of the periods during which they have been ontstanding since the relevant date”.

Both Wentworth and the Administrators contend that a debt cannot said to be

“outstanding’ until such time as the contingency occurs. This is incorrect, for the

reasons set out in paragraphs 289 to 295 above. In particular:
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M

2

3)

It is inconsistent with the natural meaning in rule 2.88(7), particulatly
when construed in the context of the statutory scheme as a whole

(paragraphs 290 to 291).

It is inconsistent with the approach taken in previous legislation

(paragraph 293).

It is inconsistent with fundamental principle (paragraph 295). In
particular, it would have the effect of treating creditors unequally, it
would result in contingent creditors not receiving the full value of their
claim and prevent them from receiving compensation for delay caused by
the insolvency process, and it would result in the surplus being
distributed to shareholders in circumstances where creditors had not been

paid in full or been properly compensated for such delay.

The Administrators go further in contending that no debt can be said to be

“outstanding’ unless it is presently “due and payable”. In addition to the points

made above:

M

2)

3

)

Rule 2.88(7) refers to debts which are outstanding, not payments which

are overdue. A debt may be outstanding, even if no payment is due.

Thus rule 2.105 uses the word “outstanding’ in rule 2.105 in relation to

future debts which are not yet due and payable.

It is also perfectly normal to speak of the presently “outstanding’ principal
under a term loan facility and other financial instruments such as high
yield bonds which do not mature and become repayable until some time
in the future, and on which interest accrues before it matures and

becomes repayable.

It is also perfectly normal to speak of contingent liabilities as “outstanding”
before they have become due and payable: Crystal Palace FC (2000) Ltd v
Peterson [2005] EWCA Civ 180 per Clarke LJ.
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In any event, the Administrators’ position ignores the fact that rule 2.88(7) is
concerned with “debts” as that word is used in the context of the insolvency

legislation:

@) Rule 2.88(7) is concerned not merely with debts in some narrow sense,

but with proved debts. The reference to “#hose debts” is to proved debts.

2 The concept of proved debts includes all “debts and liabilities” within rule
13.12, which includes “any debt or liability to which the company may become

subject after that date by reason of any obligation incurred before that date”.

3 Rule 2.88(7) is therefore concerned not merely with debts, in the narrow
sense, but also with obligations which are “outstanding’; 1.e. unresolved or

unsettled.

Wentworth and the Administrators also contend that if contingent creditors were
entitled, in the event of a surplus, to receive interest from the date of
administration, they would receive a windfall, which would be unfair to creditors.
In fact, as set out above, the opposite would be the case. Wentworth’s and the
Administrators’ approach ignores the effect of the rules governing the estimation

of contingent claims.

The effect of Wentworth’s and the Administrators’ position gives rise to
surprising and arbitrary results as illustrated in the various examples at [15]-[10]
of Zambelli 2 [2/6/4-5]. 'Those examples show how creditors whose claims
share the same economics and are valued at the same amount as at the same date,

namely the date of administration, would receive different amounts of interest.

Other difficulties, which the Senior Creditor Group will develop further, arise
from Wentworth’s and the Administrators’ position that a contingent debt can
never have been “outstanding’ for the purposes of rule 2.88(7) so as to have given

rise to an entitlement to interest from the date of administration.

As explained in the context of prime brokerage agreements in Zambelli 2 [2/6],

Wentworth’s and the Administrators’ position appears to be that a proved debt
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which was subject to a contingency cannot be treated as having been “outstanding’

for the purposes of rule 2.88(7), regardless of the nature of that contingency or

the facts and circumstances, and even where, for example:

M

2)

3)

)

Before formal termination of the relevant contract, the creditor held
assets and/or cash in its account with LBIE on terms that LBIE would
transfer such assets or cash on demand (but could otherwise use them for

its own benefit).

The creditor delayed formally terminating his agreement, whilst he tried
to get LBIE to confirm whether the relevant assets were held by LBIE on
trust or had been rehypothecated by LBIE or tried to recover such assets,
and as a result suffered a fall in the value of the assets, and thus in the
amount of his eventual claim, between the date of administration and the

date of formal termination.

The creditor had an accrued cause of action against LBIE in respect of

the relevant contract before any formal termination.

The debt related to assets which had in fact been rehypothecated and so
were eventually valued, pursuant to the terms of the CRA for the
valuation of rehypothecated assets, on the last business day before the
date of administration (taking no account of the changes in value or
income payments in respect of the assets after that date) in circumstances
where, had that valuation resulted in a debt due from the creditor to
LBIE, the creditor would have been required to pay interest to LBIE

from the date of administration.

It is important to note that the logic of the Senior Creditor Group’s position in

relation to contingent debts is accepted by Wentworth in its treatment of future
debts. Thus:

M

In the context of future debts, Wentworth accepts that, as the amount
paid to future creditors by way of dividend reflects (albeit on a fairly

rough and ready basis) the value of the debt as at the date of the
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©)

309.

administration, “Statutory Interest is payable on future debts from the Date of

Administration”; see its Position Paper at [52].

2 As contingent debts are also estimated and valued by reference to their
value as at the date of administration, the same logic and reasoning

applies equally to contingent debts.

The Administrators also appear to recognise that one would expect the same
result to apply for both contingent and future debts; see their Position Paper at
[47] and [48].

The legislature cannot sensibly have intended that a creditor with a future debt
would be entitled to interest from the date of administration, as Wentworth
accepts, but that a creditor with a contingent debt would only be entitled to

interest from the date that the contingency occurred:

@) There is no indication in the language of 2.88(7) or elsewhere that such a

distinction was intended.

2 There is no reason in principle why contingent and future debts should
be treated differently, given that both debts are ascertained as at the date

of the administration.

The Senior Creditor Group contends that if, contrary to its primary position, a
creditor with a contingent debt is only entitled to interest under rules 2.88(7) and
(9) when that debt becomes due and payable, then such part of its underlying
claim as has not been satisfied and discharged in full ranks as a non-provable

claim; see Question 39.

FUTURE DEBTS

The Senior Creditor Group submits that the answer is the same for future debts

as it is for contingent debts and for similar reasons.
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Interest under rules 2.88(7) and (9) is payable on all debts proved in the
administration. Consistently with the answer in relation to contingent debts, all
proved debts, including future debts, are “outstanding since the relevant date”, within
the meaning of that phrase and accrue interest under rule 2.88(7) from the date

of administration.

So far as Wentworth’s and the Administrators’ positions are concerned:

@) Wentworth agrees that, as the amount paid to future creditors by way of
dividend reflects the value of the debt as at the date of the administration,
“Statutory Interest is payable on future debts from the Date of Administration”; see
its Position Paper at [52]. Whilst it agrees with the Senior Creditor
Group in respect of future debts, it contends that contingent and future

debts are treated differently.

2 The Administrators agree that one would expect the answer for future
debts to be the same as it is for contingent debts. Given their conclusion
in relation to contingent debts, however, they therefore contend that it
must be “argnable” that a creditor with a future debt is also only entitled to
interest when his debt becomes due and payable; see their Position Paper

at [47] and [48].

The rules relating to future debts are different from those relating to contingent
debts, and the mechanism by which such rules provide for future debts to be
ascertained and valued at the date of administration are different and operate in a

more rough and ready way.

Rule 2.89 deals with debts payable at a future time and provides that “A creditor
may prove for a debt of which payment was not yet due on the date when the company entered
administration ... subject to Rule 2.105 (adjustment of dividend where payment made before

time)”.

Rule 2.105 provides:
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“(1) Where a creditor has proved for a debt of which payment is not due at the date of
the declaration of dividend, he is entitled to dividend equally with other creditors, but
subject as follows.

(2) For the purpose of dividend (and no other purpose) the amount of a creditor’s
admitted proof (or, if a distribution has previously been made to him, the amount
remaining outstanding in respect of his admitted proof) shall be reduced by applying the
Sfollowing formula —

1.05™

where —
(a) “X” is the value of the admitted proof; and

(b) “n” is the period beginning with the relevant date and ending with the date on
which payment of the creditor’s debt wonld otherwise be due expressed in years and
months in decimalised form”.

The basic intent of rule 2.105 is that a creditor with a future debt receives
dividends based on the value of that debt as at the date of administration, which
is arrived at by discounting for the period between the date on which it would

otherwise be due and the date of administration.

It is therefore unsurprising that the Senior Creditor Group, York and Wentworth
all agree that rule 2.88(7) entitles future creditors to receive interest on their debts

from the date of administration.

If this was not so, creditors with future debts might never receive the full value
of their debts and might never receive any compensation for delayed payment of

their claims.

Assume, for example, a case in which a company owes a debt of /1,000 payable
five years after the date of administration. The administrator pays a first and final

dividend one day short of five years after the date of administration:
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M

2

3)

)

The effect of rule 2.105 is that the creditor will receive, in respect of his
proved debt, a total £783 (being £1,000 discounted back five years in

accordance with the statutory formula).

The creditor will not therefore have received the full value of his claim.
He was entitled to £1,000 payable at the expiry of five years, but has only
received [783 one day before that date.

If, despite this, the creditor is only entitled to interest under rule 2.88(7)
from the date his future debt otherwise became due, he will not be
entitled to any compensation for the delay in paying the net present value
of his claim as at the date of administration. The total amount that he

receives will therefore be £783.

The effect of this is that the creditor with the future debt would not be
treated equally with all other creditors, because he would not be paid his
claim in full and would not receive compensation for the delay caused by
the insolvency, and the corresponding sum would instead be distributed

to the shareholders.

Despite this, the Administrators contend that it is arguable that interest under

rule 2.88(7) is not payable on future debts until such time as the future debt

became due and payable.

The first argument made by the Administrators is that a future debt is not

“outstanding’ within rule 2.88(7) until it is due and payable.

This argument is incorrect for the same reasons as it is incorrect in relation to

contingent debts (see paragraphs 289 to 295 above). However, the position is

even clearer in relation to future debts, given the express terms of rule 2.105:

M

That rule itself uses the word “owtstanding’ in rule 2.105 in relation to
future debts which are not yet due and payable, when it refers, in the
context of a future debt on which a dividend has previously been made,

to “the amount remaining ontstanding’ in respect of his proof.
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2 The rule also refers to the period in respect of which the future debt is
discounted being “#he period beginning with the relevant date and ending with the

date on which the payment of the creditor’s debt would otherwise be due ..”

(emphasis added). The reference to the original future date for payment
being the date on which the debt would “ozberwise” be due indicates that,
for the purposes of proof, it is being treated as due not on that date, but

on the date of administration.

The second argument made by the Administrators is that, in certain
circumstances, creditors with future debts admitted to proof would receive a
windfall if interest under rule 2.88(7) was payable from the date of

administration.

Whilst the basic intention and effect of rule 2.105 is clear, it is correct that, as
discussed further below, the underlying rationale for the effect of the rule is not

always easy to understand in every situation in which it may apply.

However, the mere fact that, in one situation it may arguably produce a windfall
for a creditor with a future debt, is no reason for ignoring the basic intention and
effect of the rule, let alone a justification for construing rule 2.88(7) contrary to

its natural meaning and in a way that necessarily causes loss to other creditors.

This is particulatly so given that as discussed below, in every other situation the
approach for which the Administrators contend produces results which are

contrary to fundamental principle.

Rule 2.105 discounts the amount of a future debt for “zhe period beginning with the
relevant date and ending with the date on which payment of the creditor’s debt would otherwise
be due”’. 'The basic intention and effect is to provide a present value for the future

debt as at the date of administration.

The position is, however, complicated because rule 2.105 also provides that it
only applies “where a creditor has proved for a debt of which payment is not due at the date of
the declaration of dividend’. In other words, the future debt is only discounted if it is

still a future debt at the date of declaration of the dividend.
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The rule operates in accordance with its apparent intention and effect in relation
to the amount of any debt which is still a future debt as at the date of declaration
of the dividend:

@) For the purposes of dividends, the future debt is discounted back from
the date of payment to the date of administration. In this way, the
creditor receives dividends pari passu with all creditors even though the

debt has been admitted in its full amount.

2 In the event of a surplus he should therefore also receive interest
pursuant to rule 2.88(7) from the date of administration. If he does not
do so, he will not be treated equally with all other creditors and will not

be compensated for delay.

The position is less straightforward in relation to the amount of any future debt

which became due and payable before the dividend was declared:

@) In this situation, the amount of the debt is not discounted. The creditor
will therefore receive the same percentage dividend on his claim as other
creditors, although his claim was not due and payable on the date of

administration.

2 It is not, however, correct, to say that in this situation the creditor will
necessarily receive a windfall. If the company is insolvent, no question of
a windfall is likely to arise, as the creditor will still suffer a shortfall on the

total amount he is owed®.

©)) It is only possible to argue that a windfall arises in the event of a surplus.

But rule 2.105 is primarily concerned with dividends in an insolvent

42

The most that could be argued is that creditors would not be treated equally. But such
an argument would have little real force given that the effect of insolvency is often to
accelerate payment of a future debt, either as a result of an express term in a contract or
as a matter of general law; see, for example, Hodson v Tea Co (1880) 14 Ch D 859; Wallace
v Universal Automatic Machine Co [1894] 2 Ch 547. Given this, a creditor with a present
date, could not really argue that he was being treated unfairly and unequally in
comparison to a creditor with a future debt.
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situation, and not with the relatively rare situation in which a surplus

exists.

In any event, the mere fact that rule 2.105 operates differently depending on
whether the future debt falls due before or after the declaration of a dividend,
cannot justify construing rule 2.88(7) contrary to its natural language. Nor does it
justify construing it in a way that would prevent the possibility of a windfall for a
creditor with a future debt that falls due for payment before the declaration of a
dividend, if the inevitable consequence of this is to prejudice creditors with
future debts in every other situation, let alone all creditors with future or

contingent debts.

The two situations discussed above related to a creditor whose only claim was for
payment of the principal amount at some future date. Rule 2.105 cannot,
however, be considered solely by reference to such simple examples. More often
than not a creditor with a debt, the principal amount of which is only payable in

the future, will also be entitled to interest on that sum.

Whilst the analysis is complicated and in one respect it is not easy to understand
the rationale for the operation of rule 2.105 even on the Senior Creditor Group’s
case, the Administrators’ position leads to a series of results which the legislature
cannot sensibly have intended. The position can be illustrated by taking two

simplified examples.

Consider a creditor who is entitled to principal of £100 which is payable five
years after the date of administration. Assume that the creditor is also entitled to
interest of 10% per annum on that principal sum. The creditor has a contractual

right to receive /150 over a five year period (£100 principal and £50 interest).

The effect of the rules is that:

(1) Pursuant to rule 2.89(1) the creditor can prove for the principal of £100.
However, in accordance with rule 2.88(1), he is precluded from proving

in respect of his contractual right to interest at 10% per annum in respect
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2

of the period after the administration date; see Re Kaupthing Singer
Friedlander [2010] Bus. 1.R. 428 per Norris | at [29] et seq®.

The effect of rule 2.105 is that, for the purposes of the payment of
dividends, the principal of £100 is discounted back to the date of
administration, unless it becomes due and payable before the relevant

dividend is declared in which event there is no discounting,

Assume a case in which there is a single dividend of 100p in the / which is paid

one day after the end of the five year period (which is the situation, addressed

above, in which the Administrators contend a windfall may occur):

M

2

3)

)

Given that, at this stage, the future debt is due and payable, rule 2.105
does not apply. The principal amount is not discounted. The creditor

duly receives 100p in the /£ on the full amount of his claim, namely £100.

In the event of a surplus, on the Senior Creditor Group’s case the
creditor is also entitled to interest pursuant to rule 2.88(7) on the amount
of his proved debt from the date of administration. On this basis, he is
also entitled to interest on the principal of £100 for which he proved at

10% per annum.

The overall effect of this is that the creditor had a contractual right to be
paid £150 at the end of five years (£100 principal and £50 interest) and
duly received the full amount that he was owed. He receives 100p in the
£ on his principal of £100 by way of dividend and £50 by way of interest
under rule 2.88(7) and (9).

On the Administrators’ case however, the creditor is only entitled to
interest from the date his debt became due and payable. Given that this
did not happen until five years after the date of administration, he is
therefore only entitled to one day’s interest. The overall result is that,

although the creditor had a contractual right to a total of £150 after five

43

This aspect of the judgment at first instance was not appealed; see [2010] Bus. L.R. 1500

at [22].
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years, on that date he is only paid £100, being the undiscounted amount

of principal and no contractual interest.

Thus, where the creditor is also entitled to contractual interest, if his debt

becomes due and payable before the dividend is declared he will not, on the

Administrators’ case, ever receive the full amount to which he is contractually

entitled.

The effect of the Administrators’ position is even more extraordinary in a case in

which there is a single dividend of 100p in the £ which is paid one day before the

end of the five year period:

M

2

3)

Given that, at this stage, the future debt is not yet due and payable, rule
2.105 applies. The principal amount of £100 is discounted back to the
date of administration in accordance with the statutory formula, giving a
figure of £78.35. The creditor receives 100p in the / on that discounted

amount.

On the Administrators’ position, the creditor is only entitled to interest
from the date his debt became due and payable. Given that this did not
happen until five years after the date of administration, he is therefore
not entitled to any interest. The overall result is that, although the
creditor had a contractual right to a total of £150 after five years, on that
date he is only paid £78.35, being the discounted amount of principal and
no contractual interest. The net result is that the creditor receives neither
the full amount of principal nor any of the contractual interest to which

he was entitled.

On the Administrators’ position this occurs, despite the fact that there is
a surplus and despite the fact that it results in the surplus being

distributed to shareholders although certain creditors’ claims have not

been satisfied in full.

It is right to add that, in this last situation, the rationale for the operation of the

rule is not easy to understand even on the Senior Creditor Group’s case, as the
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creditor is still prejudiced, although to considerably less extent than he would be

on the Administrators’ case. Thus, on the Senior Creditor Group’s case in such a

situation:

M

2

The creditor is also entitled to interest pursuant to rule 2.88(7) on the
amount of his proved debt from the date of administration. Given this, in
addition to the dividends paid on his discounted proved debt, he is also
entitled to interest on the principal of £100 at 10% per annum. The
overall effect of this is that, although the creditor had a contractual right
to be paid a total of £150 at the end of five years (£100 principal and £50

interest), he will only have received a total of £128.35.

This is because, although the principal of £100 was discounted back to
the date of administration, the dividend was not paid until five years later,
and the creditor has not been compensated for this loss in value. In short,
a double deduction has been made from the creditor’s claim. His
principal debt is discounted and he is also precluded from proving for
interest.  Whilst, on the Senior Creditor Group’s case, rule 2.88(7)
restores the right to interest in the event of a surplus, it does not reverse
the effect of the discount. In this case, the creditor would have a non-

provable claim for the amount by which his claim was discounted.

339.  Itis worth noting, in this context, that the formulation of the current discounting

provision in rule 2.105 has a slightly chequered history:

M

Prior to 1986 future debts were discounted back for the period between
the date that they would have become due and payable and the date of
the dividend payment (i.e. and not the date of administration), thereby
reflecting the extent to which the dividend payment did in fact involve an

.44
accelerated receipt”.

44 The effect of the rules, and their effect on a future debt which also accrued interest was
considered in Re Browne & Wingrove [1891] 2 QB 574; Re Theo Garvin 1td [1969] 1 Ch 624
and Re Amalgamated Investment Property Co Ltd [1985] Ch 349.
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2 That continued to be the position under rule 11.13 of the Insolvency
Rules as originally enacted. The drafting of that rule was subsequently
criticised by Lord Millett in Re Park Air Services [2000] 2 AC 172 at
p-186E to 188D. As a result, rule 11.13 was amended by the Insolvency
(Amendment) Rules 2005 SI 2005/527 at rule 43 and a number of
changes introduced. One change was that, rather than being discounted
back to the date of divided, the debt was discounted back to the
commencement of the insolvency. Rule 2.105 follows the terms of the
amended version of rule 11.13. There are no materials which assist with
the intention underlying the original version of rule 11.13 or its amended

version.

The Senior Creditor Group contends that if, contrary to its primary position, a
creditor with a future debt is only entitled to interest under rules 2.88(7) and (9)
when that debt becomes due and payable, then such part of its underlying claim
as has not been satisfied and discharged in full ranks as a non-provable claim; see

Question 39.

THE RATE APPLICABLE TO THE DEBT APART FROM THE
ADMINISTRATION

Question 6 is concerned with identifying the date from which “#he rate applicable to
the debt apart from the administration” is calculated for the purposes of determining
whether that rate is greater than the Judgments Act rate, as required by rule
2.88(9).

The basic position is that, to the extent a creditor has a right to claim interest on
a debt which, absent the insolvency, it would be entitled to recover from the

company but which the insolvency regime prevented it from proving:

@) The wotds “the rate applicable to the debt apart from the administration” require

the amount of interest to be calculated, in accordance with such rights.
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2 The reference to “the rate applicable to the debt apart from the administration” is,
in such a case, designed to respect, so far as possible, a creditor’s rights in

respect of interest on amounts owed apart from administration.

343.  In light of the nature and effect of the rules governing the estimation of
contingent debts and the payment of dividends on future debts, for the reasons
set out above the rate applicable to contingent and future debts apart from the
administration is also calculated from the date of administration for the purposes

of the comparison required by rule 2.88(9).
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INTRODUCTION

Question 28 asks “Whether, and if so how, the calenlation of a Currency Conversion Clain
should take into acconnt the Statutory Interest paid to the relevant creditor by the Joint

Adpinistrators”.

Question 28 concerns the interplay between:

(D) A creditor’s right to interest out of any surplus in accordance with rules

2.88(7) and (9); and

2 A creditor’s non-provable claim for the balance of any sum to which it is
entitled apart from the administration, which it has not received as a
result of having been paid in sterling rather than in the currency of its

claim.

The question is whether, and if so when, a creditor with a claim denominated in a
foreign currency who has received interest out of any surplus in accordance with
rules 2.88(7) and (9) must give credit for such sum when calculating the balance
of the amount to which it is entitled apart from the insolvency and which it has

not been paid.

These submissions proceed on the basis that Currency Conversion Claims,
whether in respect of principal or interest, may arise as non-provable claims, as

held in Waterfull I [2015] Ch 1.

In summary, the Senior Creditor Group contends that, where there is a surplus:

@) A creditor who has a Currency Conversion Claim in respect of principal

is not required to give credit against that Currency Conversion Claim for

45

In the event that the decision was, in this respect, overturned, the Senior Creditor Group
reserves its position as to the correct method of calculation of statutory interest, and in
particular whether the Appendix A or Appendix B approaches to the application of the
rule in Bower v Marris discussed in Re Lines Bros (No. 2) are correct.
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principal for any post-insolvency interest received out of the surplus in
accordance with rules 2.88(7) and 2.88(9) at the Judgments Act rate.
There is no scope for off-setting benefits received by way of the statutory
scheme to which the creditor was entitled as a matter of underlying right,
against any unsatisfied elements of the creditor's contractual entitlement

to principal.

A creditor who, outside of the insolvency, has a right to post-insolvency
interest on its claim denominated in a foreign currency, which right is not
fully satisfied by way of payment of Statutory Interest in accordance with
rules 2.88(7) and 2.88(9), will have a Currency Conversion Claim in
respect of interest. In calculating any such claim, the creditor is required
to take into account (and give credit for) the sums that it has received
pursuant to rules 2.88(7) and (9) by way of compensation for the delay in

payment of monies due.

RELEVANT ASPECTS OF THE STATUTORY REGIME

There are three stages in the operation of the statutory regime, which are ranked

in order of priority and operate sequentially:

M

2

3)

The first stage deals with provable debts. Provable debts are limited to
debts or liabilities as at the commencement of the insolvency within rule
13.12. They include principal and interest except in so far as the interest

is payable in respect of any period after the relevant date.

The second stage deals with post-insolvency interest. In the event of a
surplus after payment of all proved debts in full, that surplus is required
to be applied, before being applied for any other purpose, in paying
interest on such debts in respect of the periods for which they have been

outstanding since the relevant date.

The third stage deals with non-provable claims. In the event of a surplus
after payment of all proved debts and interest under rule 2.88 in full,

creditors are entitled to any payment required to satisfy their rights apart
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from the insolvency in full, before any surplus is distributed to

shareholders.

In relation to the first stage, to enable the company’s assets to be distributed par

passu in satisfaction of provable debts, such debts need to be ascertained and

valued by reference to a common date and currency of account (Re Dynamics

Conporation of America [1976] 1 WLR 757 at 761D). Proof of debts in sterling, and

the payment of dividends in sterling, is therefore a necessary adjunct of the need

to undertake a pari passu distribution of assets among creditors: Waterfall I [2015]

Ch 1 at [88]-[89].

In relation to the second stage, rule 2.88 confers a substantive right on all

creditors to receive interest on any debt proved out of any surplus.

M

2)

)

The right is intended to compensate all creditors for the delay caused by
the insolvency process, whether or not they are otherwise entitled to
interest (Ro/ls Royce 1.4 [1974] 1 WLR 1584 at 1589B, Waterfal/ I [2015] Ch
1 at [86], see, also, the Cork Report [1385]-[1387]). The right exists “fo
compensate creditors for the delay in payment to them of their debts on account of the
insolvency process, even where they had no contractual or other right to interest. If it
were not for the insolvency process, creditors would be entitled to seek to enforce their

debts against the debt company and its property”; Waterfall 1 at [86].

Like all awards of interest, such payments also prevent the debtor and its
shareholders from unfairly benefitting at the expense of the creditor:
“/W]hen money is owing from one party to another and that other is driven to have
reconrse to legal proceedings in order to recover the amonnt due to him, the party who is
wrongfully withholding the money from the other ought not in justice to benefit by
having the money in his possession and enjoying the use of it, when the money onght to
be in the possession of the other party who is entitled to use if’; per Lord Herschell
LC in London Chatham and Dover Railway Co v South Eastern Railway Co
[1893] AC 427 at p.437.

In the context of insolvency, this is particularly important; as stated in

Bromley v Goodere ““suppose from the difficulty of getting in the bankrupt’s effects, and
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by his estate’s carrying interest, there should be a surplus, it would be absurd to say
that the creditors should not have interest likewise” or, it can be added, that the

debtor or its shareholders should benefit from such delay.

Rule 2.88(9) provides that the rate of interest to which a creditor is entitled is

whichever is the greater of “the rate specified under paragraph (6)° (i.e. the rate

specified in section 17 of the Judgments Act 1838) and “he rate applicable to the debt

apart from the administration”. Whilst both parts involve the quantification of post-

insolvency interest, the rationale and origin of the two parts are different:

M

2

A creditor’s right to interest at the Judgments Act rate in sterling is a
statutory right of compensation at a particular rate which exists solely
under the Rules and which is additional to any right to which the creditor
may otherwise be entitled. The entitlement of all creditors to interest at
the Judgments Act rate, whether or not they have any right to interest
apart from the insolvency, was introduced for the first time in corporate
insolvency by the 1986 Act, although a similar statutory right had existed
in bankruptcy since section 129 of the Bankruptcy Act 1824. It is a
minimum level of compensation provided to all creditors. The right when
quantified in this manner does not reflect or preserve a creditor’s rights

apart from the insolvency.

A creditor’s right to interest “at the rate applicable apart from the
administration”, in contrast, seeks to quantify statutory interest in a manner
which, to the extent possible, reflects a creditor’s right to satisfaction of
its claim in full, before distribution of any surplus to shareholders. A
creditor who is entitled to interest apart from the insolvency, whether by
contract or statute, is entitled to interest pursuant to rules 2.88(7) and (9)
at “the rate applicable to the debt apart from the administration” where that rate is

greater than the Judgments Act rate.

The process of proof and distribution among creditors with admitted proofs

does not, however, extinguish the underlying contractual obligations save to the

extent that there is discharge through actual payment; Wight v Eckbardt Marine
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GmbH [2004] 1 AC 147 at [26]-[27]. As such a creditor whose claim is

denominated in a foreign currency remains entitled to be paid in that currency.

To the extent that the payment received through the payment of dividends is
insufficient to satisfy the creditor’s existing rights, the creditor is therefore
entitled to payment of such part of his contractual or other entitlement as
remains unpaid out of any surplus before distributions are made to shareholders.
LBIE should pay in such circumstances because “..a debtor in defanlt is not to be
excused from his contractual obligation by payment of anything less than the sterling equivalent
of the money contractually due at the date of payment’ (per Brightman LJ in In re Lines
Bros Ltd [1983] Ch 1 at 16) and “4 would be contrary to principle and justice that the
debtor, or the sharebolders receiving the surplus, shounld be able to deny the foreign currency
clazmants their full contractual rights”: Waterfal/ I [2015] Ch 1 at [110].

There are a variety of circumstances in which a non-provable Currency
Conversion Claim can arise at the third stage. It is, however, helpful to
distinguish between a Currency Conversion Claim in respect of a proved debt

and a Currency Conversion Claim in respect of post-insolvency interest:

@) A Currency Conversion Claim in respect of a proved debt relates to the
proved debt. Such a claim arises when the total amount of the sterling
dividends paid on the proved debt as part of the first stage, when
converted into the relevant foreign currency using the relevant exchange
rate at the dates of each payment, is, as a result of the depreciation of
sterling, less than the foreign currency sum which was converted into

sterling for the purposes of proof.

2 In contrast, a Currency Conversion Claim in respect of post-insolvency
interest relates to a creditor who has a claim, outside of the insolvency, to
post-insolvency interest'’. Whilst the 1986 Act introduced for the first

time, into corporate insolvency, an express statutory provision dealing

46

Such a claim will usually relate to a creditor with a contractual right to interest. But it is
not necessarily limited to such circumstances. A creditor may have a right to post-
insolvency interest, apart from under the statutory scheme, either as a matter of contract
ot, for example, in respect of a judgment.
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with post-insolvency interest, the Court of Appeal in Re Humber Iromworks
and Shipbuilding Company held as long ago as 1869 that, even in the absence
of such a provision, the right of a creditor to payment of any interest to
which it was otherwise entitled out of the surplus was inherent in the
statutory insolvency regime. That right is now protected by rule 2.88(9) in
circumstances where interest is quantified by reference to a “rate applicable
to the debt apart from the administration”. However, because rule 2.88(9)
applies that rate to the sterling sum admitted by way of proof and
converted at the exchange rate at the commencement of the insolvency,
the amount of interest paid pursuant to rule 2.88(9) will not fulfil a
creditor’s underlying contractual or other legal right to interest in full. A
non-provable Currency Conversion Claim may therefore arise when the
total amount of the sterling sums paid out of the surplus in accordance
with rules 2.88(7) and (9) as part of the second stage, when converted
into the relevant foreign currency at the date of payment, are, as a result
of the depreciation of sterling, less than the amount of post-insolvency
interest in the relevant foreign currency to which the creditor is otherwise

entitled.

CURRENCY CONVERSION CLAIM IN RESPECT OF PRINCIPAL

In considering whether, and if so when, a creditor making a non-provable
Currency Conversion Claim is obliged to give credit “against principal” for any
interest that he has received pursuant to rule 2.88, various possible situations may

arise.

It is helpful to start by considering the simple case of a creditor who has a claim
for principal denominated in a foreign currency, in respect of which he has
suffered a currency conversion loss, but no contractual or other right to interest

and who therefore receives interest at the Judgments Act rate*’.

The Senior Creditor Group submits that such a creditor who has a Currency

Conversion Claim in respect of principal is not required to give credit for any

47

This is the example considered by Wentworth in its Position Paper at [141].
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post-insolvency interest received out of the surplus in accordance with rules

2.88(7) and (9) at the Judgments Act rate.

The operation of the statutory scheme, so far as such a creditor is concerned, is

as follows:

M

2

3)

The creditor proves for his claim. For that purpose his claim, which is
denominated in a foreign currency, is converted into sterling by reference
to the exchange rate at the date of commencement of the insolvency. In
due course dividends are paid in sterling on that claim. However, given
the depreciation of sterling, the total amount of such dividends, when
converted into the foreign currency as at the dates of receipt, using the
relevant exchange rate as at those dates, is less than the foreign currency

amount in respect of which the creditor has proved.

The surplus is then applied in payment of post-insolvency interest. The
creditor receives post-insolvency interest in accordance with rules 2.88(7)
and (9). Because he has no right to interest apart from the insolvency,

contractual or otherwise, he is paid interest at the Judgments Act rate.

The creditor then asserts a non-provable claim for payment, based on the
fact that he has not received the full amount of principal to which he is
entitled as a matter of contract, as a result of the depreciation in value of

the sterling dividends that he received during the proof process.

Such a creditor’s non-provable claim for the unpaid balance of his contractual

entitlement in respect of principal was not satisfied or discharged by payment of

the sums that he received out of the surplus pursuant to rules 2.88(7) and (9):

M

The sums that he received out of the surplus pursuant to rules 2.88(7)
and (9) at the Judgments Act rate, were sums which he was entitled to
receive pursuant to a separate and additional statutory right granted by
the 1986 Act and Rules. He received such sums not because he was
otherwise entitled to them, but despite the fact that he was not otherwise

entitled to them.
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Those sums were paid in satisfaction of LBIE’s obligation to pay
statutory interest calculated in accordance with rule 2.88(9), as
compensation for the delay caused by the insolvency process, and relate
to the post-insolvency period. Those sums were not paid in satisfaction
or discharge of his contractual entitlement in respect of principal and did

not satisfy or discharge such entitlement.

The position can be illustrated by reference to the example given by Wentworth

in its Position Paper at [141]. At [141] Wentworth says:

“Thus, for example, if a foreign currency creditor with no contractual entitlement to
interest received less than the foreign currency amount of its contractual entitlement to
principal by virtue of the payment of its proved debt, but more than the foreign currency
equivalent of its contractual entitlement when the receipt of the foreign currency
equivalent of Statutory Interest at 8% from the Date of Administration is taken into
account, it would be absurd to regard that creditor as continuing to have a Currency
Conversion Clain”.

This is incorrect. The position can be tested by considering two creditors with

no entitlement to interest apart from the administration, where one claim is

denominated in sterling and the other claim is denominated in a foreign currency.

According to Wentworth, in such a situation:

M

2

The sterling claim is not discharged or satisfied by any payment of post-
insolvency interest at the Judgments Act rate. As a result, according to
Wentworth, the sterling creditor will receive payment of his contractual
entitlement in respect of principal in full and also interest at the

Judgments Act rate, before any surplus is distributed to shareholders.

In contrast, according to Wentworth, the balance of the foreign currency
claim is discharged and satisfied by any payment of post-insolvency
interest at the Judgments Act rate. As a result, such a foreign currency
creditor will not receive payment of its contractual entitlement in respect
of principal in the relevant foreign currency in full and also post-

insolvency interest in sterling at the Judgments Act rate.
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Wentworth is incorrect to say in its Position Paper at [141] (and Reply Position
Paper at [60]) that it would be “absurd”’ if such a creditor is entitled to receive
both interest at the Judgments Act rate in accordance with rule 2.88 and also
satisfaction of the foreign currency sum in respect of principal to which it is
entitled in full. The creditor has suffered in two distinct respects: (a) a delay in
the payment of his provable debt, during which he has been prevented by the
insolvency regime from enforcing his right; and (b) a currency shortfall in the

payment of his principal debt.

Indeed, rather than the contrary being absurd, it is the outcome for which

Wentworth contends that is contrary to basic principle:

@) It is a fundamental principle of the statutory scheme that any surplus
should not be distributed to shareholders until all creditors’ claims have
been satisfied in full together with post-insolvency interest pursuant to

rules 2.88(7) and (8).

2 In order to satisfy the bargain struck with a creditor who holds a foreign
currency claim, it is necessary that the creditor receives payment of any

part of his debt that was not satisfied by the receipt of sterling dividends.

©)) In addition, it is necessary that the (now solvent) debtor pays
compensation to the creditor for the delay in receiving payment of the

monies due to the creditor i.e. interest at the Judgments Act rate.

4 On Wentworth’s case, however, the creditor is deprived of the full
benefit of one or other of these payments. In particular, if such a creditor
has to give credit for interest received under rule 2.88 when calculating
the amount of his non-provable Currency Conversion Claim, then in
substance either: (a) the creditor will not have received post-insolvency
interest at the Judgments Act rate, contrary to rules 2.88(7) and (9); or (b)
his contractual entitlement in respect of principal will not have been

satisfied in full.
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(5) The net effect will be that a sum, equal to the amount of post-insolvency
interest that has been applied in reducing the amount of his Currency
Conversion Claim in respect of principal, will instead be distributed to
shareholders, despite the fact that the creditor will not have had his claim
satisfied in full and received the additional interest to which he is entitled.
The creditor would be required to accept that he could either receive
compensation for the delay in payment, or compensation for the loss in

value by reason of currency movements, but not both.

This cannot be right, and the flaw in Wentworth’s reasoning is apparent from its

Reply Position Paper at [59] where it contends that (emphasis added):

Since the Currency Conversion Claim can only arise once all payments in respect of
principal and interest have been made, and any such payments can only be applied in

reduction of the single foreign currency debt, it follows that dividends on the provable

debt and Statutory Interest should be taken to reduce the quantum of the Currency
Conversion Claim”.

It is incorrect to say that, in such circumstances, any payments under rule 2.88
“can only be applied in reduction of the single foreign currency deb?’. A creditor is entitled
to interest at the Judgments Act rate in sterling on the proved debt, even if he has
no contractual entitlement to such a payment. The sum is paid not because it
forms part of the debt, but despite the fact that it does not. Accordingly, it is not
correct that such a payment can only be applied in reduction of the debt. It can
instead be treated, in the way intended by the legislature, as a separate right
granted to all creditors which they are entitled to receive in addition to their debts

as compensation for the delay in the payment of their debt.

The fact that, in such a case, the creditor with a claim denominated in a foreign
currency will have received more than 100% of the principal amount of its claim

is irrelevant.

The same is equally true of the creditor referred to above who has a claim

denominated in sterling that does not carry interest.
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This is no more than the necessary consequence of the decision, by the
legislature, to grant a right to post-insolvency interest in sterling at the Judgments
Act rate to all creditors including those who have no right to such interest apart

from the administration.

Consider also, for example, the position of a third creditor, who has a claim
denominated in a different foreign currency which depreciates against sterling and
who also has no right to interest apart from the administration. The effect of the

statutory scheme, so far as that creditor is concerned, is that:

@) The creditor’s claim will also have been converted into sterling for the
purposes of proof. However, given that sterling has appreciated against
the foreign currency, the total amount of the dividends that he receives,
when converted into the foreign currency as at the date of receipt, will be
more than the foreign currency amount in respect of which the creditor

has proved.

2 The surplus in the estate is then applied in payment of post-insolvency
interest. The creditor also receives post-insolvency interest in accordance
with rules 2.88(7) and (9). Because he has no right to interest apart from
the insolvency, contractual or otherwise, he is entitled to interest at the

Judgments Act rate in sterling.

It has never been suggested, and does not appear to be suggested by Wentworth
now, that such a creditor would have to give credit, when calculating the amount
of interest due to him at the Judgments Act rate in sterling, for the foreign
exchange gain that he has made on the dividends paid as part of the proof

process“.

That is cotrect:

48

Nor can it be suggested that, for some reason, the amount of interest paid to him under
rule 2.88 should be reduced, because his claim is denominated in a foreign currency
rather than in sterling.
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@) The right to be paid dividends in sterling (the currency of proof) in
respect of the proved debt is an adjunct of the pari passu rule, and the

single conversion date.

2 The right to be paid statutory interest at the Judgments Act rate is a
separate statutory right, which is in no way satisfied by the payment of
sterling dividends in respect of principal (even if they exceed, when
converted into the original foreign currency, the contractual debt

expressed in its original foreign currency as at the date of payment of the

dividends).

(3 LBIE’s payments in respect of both dividends and interest satisfy its

distinct and separate obligations under the Act to make such payments.

If such a creditor does not have to give credit for a gain made on its proof in the
first stage of the statutory regime when calculating the amount of its interest
entitlements at the second stage of the statutory regime, then a creditor who has
suffered a currency loss in respect of principal should not be required to give
credit for sums received by way of interest under rule 2.88 at the second stage of
the statutory regime when asserting his non-provable claim at the third stage of
the statutory regime for the unpaid balance of principal which he did not receive
as part of the proof process. As observed by Brightman L] in Re Lines Bros (No.1)
at 21H, this is because “i is implicit in the concept of pari passu that neither the sterling
creditors nor the foreign currency creditors should be at risk becanse of, or should be affected by,
the vagaries of exchange rates”. The creditor has a statutory right to receive payment
of, first, principal and, second, interest in sterling at the conversion rate
applicable as at the start of the insolvency. Any attempt to deprive him of the
benefits obtained by way of payment in sterling at either stage undermines the

principle of equal treatment of creditors.

The above analysis considered the position of a creditor who has a Currency
Conversion Claim in respect of principal and no right to interest apart from the

administration and who therefore receives interest at the Judgments Act rate.
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However, the same result also applies in any case where such a creditor has a
contractual or other right to interest, but is nevertheless entitled to interest under
rule 2.88 at the Judgments Act rate, on the basis that the Judgments Act rate is
“greater” than the rate applicable to the debt apart from the administration. In

such a situation, just as in the situation considered above:

@) The creditor is relying on the separate and additional right to interest
granted to him by the legislature under the 1986 Act and Rules. His

underlying contractual rights to interest are irrelevant.

2 The sums were paid in satisfaction of LBIE’s obligation to pay statutory
interest calculated in accordance with rule 2.88(9), as compensation for
the delay caused by the insolvency process and relate to the post-
insolvency period. Those sums were not paid in satisfaction or discharge
of the creditor’s contractual entitlement in respect of principal and did

not satisfy or discharge such entitlement.

3 If the creditor has to give credit for such interest in calculating his
Currency Conversion Claim in respect of principal, then either he will not
receive the full amount of interest to which he is entitled in accordance
with rule 2.88 pari passu with all other creditors or he will not receive the

full amount of his claim for principal.

CURRENCY CONVERSION CLAIM IN RESPECT OF INTEREST

The next situation which needs to be considered is where a creditor has a
Currency Conversion Claim which arises, not in respect of principal at the first

stage, but in respect of interest at the second stage.

A Currency Conversion Claim in respect of interest will arise where:

@) A creditor has a right, outside of the insolvency, to post-insolvency

interest on its claim denominated in a foreign currency.
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2 The creditor receives payment of interest in sterling in accordance with
rules 2.88(7) and (9) converted using the exchange rate at the date of

commencement of the insolvency.

©)) The total amount of such payment is insufficient, when converted into
the foreign currency at the date of receipt, to satisfy the foreign currency
amount to which the creditor is otherwise entitled in respect of post-

insolvency interest.

For the avoidance of doubt, the Senior Creditor Group accepts that a creditor
who has no right to interest outside of the insolvency cannot have a Currency
Conversion Claim in respect of interest merely because interest under rule 2.88 is

calculated and paid in sterling.

In practice, this situation will generally only arise where interest under rules
2.88(7) and (9) is calculated by reference to “Zhe rate applicable apart from the

administration” on the basis that this rate is greater than the Judgments Act rate®.

In this situation, the Senior Creditor Group accepts that, when calculating
whether a Currency Conversion Claim arises in respect of post-insolvency
interest, the creditor is required to take into account the sums that it has received

pursuant to rules 2.88(7) and (9):

@) The sum paid pursuant to rule 2.88 represents interest in respect of the
period after the commencement of the insolvency and is awarded as
compensation for delay. As such it is, in substance, paid in respect of the
same subject matter as the claim for contractual interest and is to be

treated as having reduced the amount of interest unpaid pro tanto.

49

It could also arise in certain limited circumstances if interest is calculated by reference to
the Judgments Act rate. Consider the following situation. The creditor has a contractual
right to interest. Pursuant to rule 2.88(9), assessed simply in sterling, that right is less
than the Judgments Act rate, with the result that he is entitled to interest at the
Judgments Act rate. He therefore receives payment of interest on the sterling equivalent
of his proved debt calculated at the Judgments Act rate. But, as a result of the
depreciation of sterling, those sterling sums in respect of interest are, when converted
into the foreign currency at the date of receipt, less than the amount of interest to which
the creditor is entitled as a matter of contract in the foreign currency.
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2 Where the rate is calculated by reference to “the rate applicable apart from the
administration”, rule 2.88 is seeking to the extent possible to give effect to
the creditor’s underlying right apart from the administration to post-

insolvency interest.

In such circumstances, therefore, the only sum which the creditor can seek to
recover at the third stage is the shortfall which occurred because the interest
payments made to him in accordance with rule 2.88 were calculated on the
sterling proved debt, by reference to the exchange rate as at the date of

commencement of the insolvency, rather than on the foreign currency principal.

In other words, such a creditor has a non-provable Currency Conversion Claim
for the amount of post-insolvency interest to which he is otherwise entitled
denominated in the foreign currency, less the amount of the payment made to

him under rule 2.88 converted into the foreign currency at the date of receipt.

There are a number of other possible, but more complicated, circumstances in
which a creditor may have a non-provable Currency Conversion Claim in respect
of principal or interest. The Senior Creditor Group submits that the underlying
principles addressed above will, however, determine the answer in any such

scenatrio.
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INTRODUCTION

Questions 29 and 30 are concerned with the circumstances in which a non-

provable Currency Conversion Claim in respect of interest may exist.

A creditor is entitled to payment of his full entitlement, apart from the
insolvency, before any surplus is distributed to shareholders, and has a non-
provable claim for any balance that remains unpaid following payment of

dividends on his proof and receipt of interest pursuant to rule 2.88.

Questions 29 and 30 are both concerned with a non-provable Currency

Conversion Claim in respect of post-insolvency interest.  Such a claim arises

when:

(1) A creditor with a claim denominated in a foreign currency has a right to
post-insolvency interest otherwise than pursuant to the statutory scheme;
and

2) The total amount of the sterling sums paid in accordance with rule 2.88,

when converted into the relevant foreign currency at the date of payment,
is less than the amount of post-insolvency interest in the relevant foreign

currency to which the creditor is otherwise entitled.

The only difference between Questions 29 and 30 concerns the basis upon which
the creditor is entitled to and receives post-insolvency interest; the former is
concerned with interest at the Judgments Act rate, whilst the latter is concerned
with interest at a “rate applicable to the debt apart from the administration”. It is easiest

to address Question 30 first.

QUESTION 30

Question 30 concerns a creditor with a claim denominated in a foreign currency

who has a right apart from the insolvency to post-insolvency interest at a “rate
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applicable to the debt apart from the administration”” and who receives interest at such

a rate pursuant to rule 2.88 in sterling.

A non-provable claim will exist in such circumstances if, as a result of the
payment under rule 2.88 being made in sterling, the total amount of post-
insolvency interest paid, when converted into the foreign currency at the date of
payment, is less than the amount of post-insolvency interest in the relevant

foreign currency to which the creditor is entitled.

The Administrators do not consider that the contrary is arguable; see the
Administrators’ Position Paper at [128]. Wentworth in its Position Paper at [140]

appears to agree’ .

The Administrators say in their Position Paper at [129] that they have identified a
potential variation on this issue which arises where, although the creditor is
entitled to interest apart from the insolvency at a “rate applicable to the debt apart
from the administration”, he nevertheless receives interest at the Judgments Act rate.
As set out in detail in Lomas 11, paragraphs 56 and 57 [2/5/19-20], this sub-issue

arises where:

@) A creditor receives interest at the Judgments Act rate because that rate is
greater than the “rate applicable to the debt apart from the administration” in
circumstances where the creditor has an entitlement to interest apart

from the administration in a foreign currency.

2) Sterling depreciates against the relevant foreign currency such that the
total amount of Statutory Interest received by the creditor (converted into

the relevant foreign currency) is less than the creditor’s total interest

50

51

The phrase “rate applicable to the debt apart from the administration” covers not merely
contractual rights but any other applicable rate; see the Senior Creditor Group’s
submissions in respect of Question 4.

Although Wentworth contends that a Currency Conversion Claim will only arise if the
total amount of dividends received by way of principal and interest, when converted into
the foreign currency at the date of payment, is less than the amount of principal and
post-insolvency interest to which the creditor is entitled. See Wentworth’s initial Position
Paper at [138]-[140]; Wentworth’s Reply Position Paper at [56]-[59]. This point is
addressed in the context of Question 28.
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entitlement apart from the administration in the relevant foreign

currency.

The answer is exactly the same. If the total amount received by the creditor
pursuant to rule 2.88 in respect of post-insolvency interest is less than the
amount of post-insolvency interest to which the creditor is otherwise entitled, he
has a non-provable claim for the difference. It does not matter, for these
purposes, whether the amount that he received was calculated in accordance with

a “rate applicable to the debt apart from the administration” or the Judgments Act rate.

QUESTION 29

The issue raised by Question 29 is the same as that raised by Question 30, save
that in this case the creditor is otherwise entitled to and receives interest at the

Judgments Act rate.

The answer is exactly the same:

@) If the amount of the payment made pursuant to rule 2.88 is, as a result of
the depreciation of sterling, less than the post-insolvency interest to
which the creditor is otherwise entitled, the creditor has a non-provable

claim for the difference.

2 It does not matter, in this respect, whether the creditor’s right, is a right
to post-insolvency interest at a particular rate applicable apart from the

administration or at the Judgments Act rate.

It should be noted, however, that this situation only arises if the creditor is, apart
from the administration, entitled to interest in a foreign currency on his claim at
the Judgments Act rate. It is a separate question as to whether, and if so when, a
creditor with a claim denominated in a foreign currency may be entitled, apart

from the insolvency, to interest at the Judgments Act rate (see Question 4 above).

The Senior Creditor Group does not contend that a Foreign Exchange Interest

Claim exists where the creditor’s right to interest at the Judgments Act rate arises
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under rule 2.88(7) save in the circumstances set out in paragraphs 391 and 392

above.
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Questions 31 and 32 concern the construction and effect of certain GMSLA,
GMRA and other agreements and the circumstances in which a creditor may,
pursuant to such agreements, have a claim denominated in a foreign currency and

thus a potential Currency Conversion Claim.

IDENTIFICATION OF BASIS OF CLAIM

It is a question of fact as to which provisions of a GMSLA, GMRA or any other

agreement a claim or a proof of debt relates and the basis of that claim.

Where the Administrators admit a claim pursuant to an agreement or a provision
in an agreement which, whether expressly or impliedly, or whether as a
consequence of a course of dealing between the parties or for any other reason,
requires payment of a debt or damages in a foreign currency, and where that
claim has been converted into sterling in accordance with rule 2.86(1), a Currency

. . . 52
Conversion Claim can arise™.

DAMAGES IN A FOREIGN CURRENCY

As a matter of English law, an obligation to pay damages for any breach of
contract is to be regarded as an obligation to pay a sum in a foreign currency
where the parties so intended or that foreign currency most truly expressly the

loss: The Folias [1979] AC 685 at 700D to 701D.

As it was put in Attorney General of the Republic of Ghana v Texaco Overseas Tank Ships
L#d [1994] CLC 155 at 158 per Lord Goft:

“First, it is necessary to ascertain whether there is an intention, to be derived from the
terms of the contract, that damages for breach of contract should be awarded in any
particular currency or currencies. In the absence of any such intention, ‘the damage
should be caleulated in the currency in which the loss was felt by the plaintiff or’

52

That is the case regardless of whether the Administrators could have, before admitting
the claim, disputed a creditor’s entitlement to submit its claim by reference to such a
provision.
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(adopting the words of Lord Denning MR in the Court of Appeal [1979] OB 491
at p. 514) ‘which most truly expresses his loss"”.

Where, under a contract, the currency of account and money of payment is
expressed in a particular currency, that currency will not necessarily be treated as
an implied selection of the currency in which damages for breach of contract will
have to be paid: see The Folias [1979] QB 491 at 506C (per Robert Goff J) and
[1979] AC 685 at 700E-701B (per Lord Wilberforce).

Thus, for example, in that case the contract provided that US dollars was the
money of account and money of payment (for hire and other payments under the
charterparty) and also provided for disbursements in a foreign currency to be
exchanged, as part of any general average adjustment, in a European convertible
currency, in sterling or US dollars. Despite this, damages were awarded in
Brazilian cruzeiros because that currency most truly expressed the loss suffered

by the French charterer when its goods arrived damaged in Brazil.

The same analysis, namely which currency most truly expresses the loss suffered
as a consequence of breach of contract, applies to cases of failure to deliver
goods: AG of the Republic of Ghana v Texaco Overseas Tankships, The Texaco Melbonrne
[1994] CLC 155. The same analysis would apply to a failure to deliver assets such

as shares.

There is therefore no distinction in this regard between a contractual debt claim
in a foreign currency (which can give rise to a judgment given in a foreign
currency by the English Court, irrespective of the proper law of the contract: see
Federal Commerce and Navigation Co v Tradex Export [1977] QB 270 at 342A), and a
damages claim for payment of damages in a foreign currency (which can also give
rise to a judgment given in a foreign currency by the English Court, irrespective

of the proper law of the contract: The Folias).

Both types of claims will only be fully and propetly satisfied as and when the
claimant receives payment of the full amount of the foreign currency payable by
the defendant. Both therefore potentially give rise to a Currency Conversion

Claim.
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A QUESTION OF FACT

Whether a debt or damages are payable in a foreign currency is a question of fact

to be determined on a case-by-case basis.

It is not therefore possible to provide a general answer to Questions 31 and 32,
even where reliance is placed on the terms of LBIE’s Prime Brokerage
Agreement, the GMSLA or the GMRA. The answer depends on the particular
agreements and transactions in issue and the relevant facts, and the creditor is

entitled to make a claim in the currency which “most truly expresses his loss”.

WENTWORTH’S ARGUMENTS

Wentworth has provided redacted copies of three New York Law governed
agreements (the GMSLA, the PB and the MLLA, each as defined in Wentworth’s
Position Paper at [144]).

Wentworth contends that, on the true construction of those agreements, LBIE’s
counterparty has no entitlement under any netting or payment provision of the

GMSLA, the PB ot the MLLA, which could have resulted in an entitlement to be

paid in any foreign currency, and thus can have no Currency Conversion Claim.

No evidence has been adduced by Wentworth which places the particular
GMSLA, PB and MLA relied upon in their proper context, or evidences the
limited purpose of (for example) the GMSLA as alleged by Wentworth in its
Position Paper at [146(3)]. All three agreements are said to have been entered
into between LBIE and the same counterparty, such that it is collective effect of

the contractual arrangements as a whole which must be considered.

The Senior Creditor Group does not therefore accept that Questions 31 and 32
can be determined conclusively in respect of these three agreements, let alone in

a generic manner applicable to other agreements, transactions or facts.

However, even taking these agreements at face value, Wentworth is incorrect to

contend that, where LBIE is the Defaulting Party, the counterparty could never
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have a right to payment of damages in a foreign currency for breach of the terms

of the GMSLA, PB or MLA, and therefore could never have a right to make a

Currency Conversion Claim.

First, the construction of the GMSLA, PB and MLA advanced by Wentworth is

incotrrect:

M

2

3)

)

®)

The GMSLA envisages that, where an Event of Default has occurred, the
respective entitlements of the parties will be established using the
mechanism in paragraph 10. Paragraph 10 accelerates delivery and
payment obligations for both parties so that a single net sum is payable in
the Base Currency (see also paragraph 2.4). The Base Currency may be in

a currency other than sterling.

In this case, however, paragraph 10 has been dis-applied where LBIE is
the Defaulting Party such that the innocent counterparty is unable to
assert a contractual right to payment in the Base Currency pursuant to

that paragraph (see paragraph 9(v) of the Schedule to the GMSLA).

Paragraph 9 of the GMSLA also provides a close out mechanism for
individual loans where a party fails to redeliver securities or collateral. If a
party fails to redeliver Equivalent Collateral in accordance with its
obligations under paragraph 8.1, 8.2, 8.4 or 8.5 (depending on whether
the obligation is that of the Borrower or the Lender), the other party may
either choose to continue the loan (if they are the lender of the securities),

terminate the loan by serving a notice, or serve a notice of an Event of

Default.

In this case, however, paragraph 9.2 (dealing with the Lender (LBIE’s)
obligation to redeliver Equivalent Collateral) has also been dis-applied by
the parties (see paragraph 9(iii) of the Schedule to the GMSLA).

If neither paragraph 10 or 9 applies, paragraph 8 of the GMSLA provides

a contractual entitlement to receive redelivery of the Securities lent or

Collateral posted on termination of a loan. Subject to the terms of the
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loan, both parties are entitled to terminate the loan and redeliver the
Loan Securities (or, on notice, require the redelivery of the loaned
Securities). This would, in the case of the borrower, trigger a
simultaneous requirement under paragraph 8.4 for the Lender (LBIE) to

return “Eguivalent Collateral” to the borrower:

“On the date and time that Equivalent Securities are required to be
redelivered by Borrower on the termination of a Loan, Lender shall
simultaneously (subject to paragraph 5.4 if applicable) repay to Borrower any
Cash Collateral or, as the case may be, redeliver Collateral equivalent to the
collateral provided by Borrower pursuant to paragraph 5 in respect of such
Loan”.

“Equivalent” is defined (paragraph 2.1 of the GMSLA) to mean “securities,
together with cash or other property ..., or an identical type, nominal value, description
and amount in particular Securities or Collateral”.

The obligation imposed on the Lender under paragraph 8.4 to return
“Equivalent Collateral” is therefore an obligation to redeliver Collateral in

the currency in which they were originally denominated.

Wentworth, however, contends that paragraph 8.4 is not applicable in the

present case either. It contends that:

(a) Paragraph 8.4 of the GSMLA has also been dis-applied in this
case as a consequence of the Schedule thereto, which provides (at

paragraph 9(i) of the Schedule) that:

“(i) the simultaneons delivery obligations set forth in this Agreement
(including paragraph 4.3 hereof) will not apply to Loans of Loaned
Securities”.

(b) This provision, read in conjunction with the MLA (which
supersedes the GMSLA where there are “conflicting terms™: see
paragraph 11 of the Schedule to the GMSLA) is such that the
only right of the LBIE counterparty upon LBIE’s failure to
redeliver collateral is the right conferred under Clause 5(d) of the
MLA ie.:
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“Upon satisfaction by borrower of all Obligations (and all other
obligations owed by Borrower to each affiliate of Lender), Lender
shall return to Borrower the Collateral”.

©)) This interpretation of the provisions of the relevant agreements is not
supported by the wording of those agreements, makes no commercial

sense and should be rejected.

) On the true construction of the agreements LBIE remains subject to its
repayment and redelivery obligations, including an obligation to redeliver
Collateral in the currency in which it was originally denominated,

pursuant to paragraph 8.4 of the GMSLA:

(a) The effect of paragraph 9(i) of the Schedule to the GMSLA is to
remove the requirement for siuultaneons repayment and redelivery
under paragraph 8.4, but it does not dis-apply the repayment and

redelivery obligations as a whole.

(b) In that regard, paragraph 8.4 operates perfectly sensibly if the
“simultaneons” aspect of the delivery obligations is removed. The
parties remain obliged to deliver the relevant Securities, Collateral

etc. when they were otherwise obliged to deliver them.

(c) This interpretation of the effect of paragraph 9(i) is plainly the
more sensible interpretation. The potentially administratively
inconvenient requirement to ensure that any such deliveries occur
“simultaneously” is removed. The effect of the inclusion of
paragraph 9(i) in the Schedule to the GMSLA is therefore merely
to render the obligations to make repayment and delivery
independent, and one party is not compelled to wait for the ability
of the other to provide simultaneous repayment or delivery. It is
not, however, to remove the fundamental contractual entitlement

to repayment or redelivery provided by paragraph 8.4.

415.  Second, and in any event, even if Wentworth’s construction of the relevant

contractual provisions was correct, its argument is predicated on a false
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assumption, namely that if LBIE fails to comply with an obligation imposed by
the GMSLA, PB and MLA (such as an obligation to deliver collateral under
Clause 5(d) of the MLA), “the counterparty’s right to recover damages is not a right to be
paid in a foreign currency” (at [146(8)] of their Position Paper). In other words, that
the counterparty can never have a claim for damages expressed in a foreign

currency.

For the reasons set out above, in the event of breach of the obligation to deliver
collateral, the innocent counterparty is entitled to payment of damages in the
currency which most truly expresses his loss. This may therefore entitle the
counterparty to damages payable in a foreign currency, and therefore give rise to
a Currency Conversion Claim. None of the parties suggest that the position is
different in this regard as a matter of New York law. Wentworth’s attempt to
develop an argument that, on the true construction of the GMSLA, PB and
MLA, the only right that LBIE’s counterparty has where LBIE is the Defaulting
Party is, pursuant to Clause 5(d) of the MLA, a right to recover any excess
collateral once all of its obligations to LBIE have been satisfied (see its Position

Paper at [146(7)]) is misplaced.

CONCLUSION

Wentworth has stated that it is “confident’ that the fact pattern relating to the
GMSLA, PB and MLA will be true of a substantial number of other
arrangements involving GMSLA, GMRA or other agreements. The relevant fact
pattern has not, however, been developed, and the Senior Creditor Group does

not accept that such confidence is justified.

If, as set out above, a claim for damages for failure to deliver securities can give
rise to a Currency Conversion Claim, Wentworth’s analysis is flawed and in any
event, whether in a particular case a claim in debt or damages arises in a foreign
currency is fact specific and will depend on the terms of the particular

agreements in question, the relevant transactions and the facts.
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Question 33 concerns the effect on a Currency Conversion Claim, if any, of an

assignment of a provable debt or of the right to receive a dividend on a provable

debt.

Question 33 is premised upon the existence of an assignment in which an
assignor with a claim denominated in a foreign currency has, on the true

construction of the assignment, assigned on/y:

@) The provable debt;

2 The right to receive a dividend on the provable debt; or

©) The Agreed Claim Amount defined as a numerical amount in a CDD.

Assuming an assignment which, on its true construction, does not transfer a
Currency Conversion Claim to the assignee, Wentworth concludes that the
assignee has no Currency Conversion Claim; see its Position Paper at [148]. That

is correct. The conclusion follows tautologically from the premise.

However, as the Senior Creditor Group set out in its Position Paper:

@) Whether a creditor, whose rights are derived from a transfer, has a
Currency Conversion Claim depends on, amongst other things, the true
meaning and effect of the transfer, taking into account the factual matrix,

determined in accordance with the relevant applicable law or laws.

2 A transfer, the terms of which expressly mention only: (a) a provable
debt; (b) the right to receive a dividend on a provable debt; or (c) an
Agreed Claim defined as a numerical amount in a CDD may, as a matter
of construction and depending on the circumstances, impliedly transfer
or otherwise entitle the relevant creditor to pursue a Currency

Conversion Claim.
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Wentworth in its Reply Position Paper, at [62], stated that it was exploring ways
to provide a sample agreement that falls within the parameters of Question 33,
taking into consideration certain confidentiality restrictions. In a letter dated 28
January 2015, it informed the Administrators and the other Respondents that it
has been unable to find a way of doing so, and requested that Question 33 be

dealt with as part of Part B of the Waterfall II proceedings.

The Senior Creditor Group considers it is unlikely to be a good use of the
Court’s time or the resources of the LBIE estate to consider an issue that appears
to be theoretical, given that Wentworth has not produced any agreements to
which the question is said to be relevant. The stance adopted in respect of this
question remains without prejudice to whether there are, as a matter of fact, any
assignments which on their true construction support the premise underlying

Question 33.

However, if such assignhments exist, Wentworth is wrong to contend (see
Wentworth’s Position Paper at [149]) that the assignor would also have no non-

provable Currency Conversion Claim.

The Currency Conversion Claim does not disappear, because it simply reflects
the company’s continuing obligation to satisfy its contractual obligations in full.
To suggest that it does disappear, and that the assignor does not retain the
Currency Conversion Claim, is based on a misconception as to the basis of

Currency Conversion Claims (see paragraph 355 above). In particular:

@) The existence of a Currency Conversion Claim is based on a creditor’s
right to receive (and the debtor’s obligation to pay) the full amount of the

debt in the applicable foreign currency.

2 Wherever there is a shortfall between the full amount of the debt
expressed in a foreign currency and the foreign currency equivalent of the
amounts paid by the debtor by way of dividends, the debtor has not
discharged its obligation to pay the full amount of the debt in a foreign

currency. In those circumstances a Currency Conversion Claim arises.

153



3)

)

An assignment by a foreign currency creditor of solely such part of his
rights as are reflected by his right of proof, the right to receive a dividend
on his proved debt or the Agreed Claim Amount and receipt by the
assignee of the sums to which he is entitled, does not discharge the
debtor from its obligation to pay the full amount of the debt in a foreign
currency. That obligation will be discharged if (and only if) the total
amount paid by the debtor by way of dividends is equal to the full
amount of the debt expressed in a foreign currency as at the date of

payment.

If, following such an assignment, the amount paid by the debtor by way
of dividends is less than the full amount of the debt expressed in a

foreign currency:

(a) The debtor will not have discharged its obligation to pay the full

amount of the debt in a foreign currency.

(b) The assignor is entitled to assert a non-provable claim for the

balance of the debt in the foreign currency.

(0 The assignor is required to give credit for the foreign currency
equivalent of the amounts paid by the debtor to the assignee by

way of dividends.
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INTRODUCTION

Question 37 is concerned with the calculation of Statutory Interest and Currency
Conversion Claims in circumstances where, pursuant to a post-administration
agreement, a creditor and LBIE have agreed that multiple provable claims with
differing rates of interest or in different currencies will be admitted for a single

agreed claim amount.

The issue arises in the context of the Administration primarily as a consequence
of the Administrators’ use of CDDs to agree and admit creditors’ provable
claims. CDDs were (and continue to be) used by the Administrators for the
purposes of agreeing the amount of a creditor’s total provable unsecured and
client money claims against the LBIE estate. They provide for a single agreed
provable claim amount to be admitted for dividends in the Administration, which
may represent a number of underlying provable claims carrying different rates of

interest and or in different currencies.

The Court is not concerned at this hearing with whether or not entry into a CDD
(or other agreement pursuant to which an unsecured claim was agreed or
admitted) releases a creditor’s Currency Conversion Claims or claim to Statutory
Interest. Those issues are addressed by Questions 34 — 36 of the Application and

are due to be determined at a separate hearing.

THE BASIC POSITION: AGGREGATED CLAIMS ARE TO BE
DIVIDED INTO THEIR COMPONENT PARTS

Where a creditor has had a proof or proofs of debt in respect of multiple claims
admitted in a single agreed claim amount, the single agreed claim amount should
be divided into its component parts for the purposes of calculating the creditor’s
entitlement to Statutory Interest and Currency Conversion Claims. This is

consistent with the approach which the Senior Creditor Group and Wentworth
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agree ought to be taken in respect of single aggregated proofs, addressed in the

context of Question 5.

Accordingly, if a creditor has had multiple claims with different rates of interest
admitted as a single agreed claim amount, its entitlement to Statutory Interest

should be determined by:

@) Ascertaining the amount of each component claim attributable to the
single agreed claim amount (the process to be applied when ascertaining

the amount of each component claim is dealt with in paragraphs 435 to

437 below);

2 Ascertaining the “rate applicable to the debt apart from the administration” within

the meaning of rule 2.88(9) separately for each component claim;

(3 Ascertaining, for the purposes of rule 2.88(6), whichever is the greater of
the “rate applicable to the debt apart from the administration” and the Judgments

Act rate in respect of each component claim; and

4 Calculating the creditor’s entitlement to Statutory Interest as the

aggregate total of interest payable in respect of each component claim.

By way of illustration, take a creditor who has three claims, one for £150 carrying
a simple rate of 5%, one for £100 carrying a simple rate of 6% and one for /50
carrying a simple rate of 10%. Assume that the creditor’s claims are admitted for
a single agreed claim amount of £300, which is paid in full with interest after a

year. That creditor is entitled to £25 Statutory Interest as follows:

@) The full amount of each component claim has been included in the single

agreed claim amount;

2 The rates applicable to each component claim apart from the
administration within the meaning of rule 2.88(9) are 5%, 6% and 10%

respectively;
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©)) The applicable rates of interest under rule 2.88(6) are 8%, 8% and 10%

respectively;

4 The amount of Statutory Interest payable in respect of each component

claim is as follows:

(a) £12 in respect of the claim for £150;

(b) £8 in respect of the claim for £100; and

(0 £5 in respect of the claim for £50; and

(5) The creditor is entitled to £25 Statutory Interest.

Similarly, where a creditor has had multiple claims, including foreign currency
debts, admitted as a single agreed claim amount, its Currency Conversion Claims

(if any) should be determined by the Administrators by:

@) Ascertaining the amount of each component foreign currency debt

attributable to the single agreed claim amount; and

2 Ascertaining whether a Currency Conversion Claim arises in respect of

each component foreign currency debt.

WHERE THE AGREED CLAIM AMOUNT IS LESS THAN THE
TOTAL VALUE OF THE ASSERTED UNDERLYING CLAIMS

The same principles should apply where the single claim amount admitted by the
CDD (or other agreement pursuant to which an unsecured claim has been agreed
or admitted) is less than the total value of the component claims asserted by the
creditor. This now appears to be accepted by the Administrators, at least in part,
in their letter of 28 January 2015 (by reference to the Admitted Claim

Disaggregation approach).

Where there was an agreement between the Administrators and the creditor as to

how underlying claims were to be reflected in the single agreed claim amount,
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that agreement must prevail (as the Administrators suggest at page 2, paragraph 1
of their letter of 28 January 2015).

In accordance with their duties as officeholder, the Administrators must have
adopted a considered process when deciding whether to agree creditors’ claims in

full or to admit them at a lesser amount.

Where there was no such agreement, the Administrators ought therefore to be
able to identify by reference to all available relevant information (including

communications with the creditor the Administrators' contemporaneous

bl

records and working papers and any other relevant information):

@) Which, if any, of the component claims (or parts thereof) were not or
could not have been disputed. Component claims (or parts thereof)
which were not or could not have been disputed by the Administrators
should be treated as having been admitted in full as part of the single

agreed claim amount;

2 Which, if any, of the component claims (or parts thereof) were not or
could not have been admitted. Component claims (or parts thereof)
which were not or could not have been admitted by the Administrators
should be treated as having been excluded from the single agreed claim

amount; and

©)) Which, if any, of the component claims (or parts thereof) were disputed
by the Administrators but admitted in the single agreed claim amount for
a sum less than that claimed by the creditor. Such claims should be
treated as having been included in the single agreed claim amount at the

compromised sum.

Accordingly, if the creditor in the example at paragraph 432 above had its claims
admitted for a total sum of £225 (i.e. £75 less than the amount claimed) the

Administrators ought to know or at least be able to identify from their records

53

It would plainly be sensible for the Administrators to consult with the creditor to ensure
that all relevant communications are identified and considered by the Administrators.
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which (or which parts) of the creditor’s three component claims were disputed at
the time that the single agreed claim amount was agreed and ought to be able to

disaggregate the single agreed claim amount accordingly. For example:

@) Assume that the creditor’s claim for £150 was made pursuant to a
judgment debt, the creditor’s claim for £50 was statute barred and the
creditor’s claim for £100 was for a sum owed pursuant to a contractual
agreement but the administrators’ records suggest to them that only £50

was owed.

2 In those circumstances, it ought to be clear that the creditor’s claim for
£150 was undisputed and admitted in full, the creditor’s claim for £50
was bad and could not have been admitted and the creditor’s claim for

£100 was disputed and admitted in the compromised sum of £75.

If a number of component claims (or parts thereof) were disputed by the
Administrators but admitted for a sum less than that claimed by the creditor, one
may reach a point where it is impossible to determine by reference to all available
relevant information the extent of the compromise applied to each such
component claim. Such cases are likely to be rare where the Administrators have
used a considered approach to agreeing the single agreed claim amount. In such a
case, and absent any indication to the contrary, it should be assumed that the
parties intended for the compromise to be borne pro rata among all such disputed

claims.

The Administrators identify at Lomas 11 paragraphs 70-73 [2/5/26-27] two
different methods of disaggregating a single agreed claim amount, the “PoD
View” and the “House View”. Unless the House View or the PoD View formed
the basis of an offer made by the Administrators which was accepted by the
creditor when agreeing the single claim amount (as described at paragraph 2(a) of

the Administrators’ letter of 28 January 2015), neither approach is correct:

@) The correct approach, as set out above, assumes that the Administrators
adopted a considered and process when deciding whether to agree claims

in full or admit them at a lesser agreed amount and requires the
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3)

Administrators to identify from their records which (or which parts) of
the creditor’s component claims were disputed at the time the single

agreed claim amount was agreed.

The PoD View, by contrast, implies that the Administrators adopted a
random process when deciding whether to agree claims in full or admit
them at a lesser agreed amount. It assumes that the various claims
asserted by a creditor were admitted pro rata even if certain claims could
not have formed part of the single agreed claim, for example as a result of
a manifest error on the part of the creditor or because part of the
creditor’s asserted claim was inadmissible in its entirety as a matter of law.
These, and other problems with the PoD View identified at Lomas 11
paragraph 71 [2/5/26-27], are avoided by adopting the Senior Creditor
Group’s approach.

The House View similarly fails to give effect to the considered approach
that the Administrators must have adopted at the time. It represents the
Administrators’ present view as to the true value of a claim but does not
attempt to ascertain which debts were and which were not disputed by

the Administrators at the time the single agreed claim amount was agreed.

FURTHER ISSUES IDENTIFIED IN LOMAS 11

At paragraph 74 of Lomas 11 [2/5/27-28], the Administrators identify two

additional issues which they say will give rise to further practical difficulties for

the purposes of calculating entitlements in respect of Statutory Interest and

Currency Conversion Claims, namely:

M

Where an Agreed Claim amount reflects the existence of an underlying
receivable owing from the creditor to LBIE (which has therefore been set
off against the creditor’s claims against LBIE), at what date and against
which underlying component(s) of the claim that receivable is to be
treated as having been set off (including, whether, for the purposes of
calculating Currency Conversion Claims, receivables are to be treated as

having been set off first against amounts in the same currency); and
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Where an Agreed Claim amount included (or may have included) an
amount of client money and that part of the claim has been assigned by
the creditor to Laurifer (the company set up for the purpose by LBIE),
how the assignhment affects the attribution of the Agreed Claim amount

across the remaining elements of the claim.

As to the first of these issues, where an Agreed Claim amount has been agreed

after notice of a proposed distribution was given under rule 2.94:

M

2

3)

)

®)

Set-off in respect of any mutual dealings takes effect pursuant to rule
2.85, the operation of which is mandatory and self-executing: Stezn v Blake
1 A.C. 243 at 256; Waterfall 1 [2015] Ch 1 at [243];

Pursuant to rule 2.85(3), set-off takes effect as at the date of the notice of
proposed distribution, by reference to the value of the mutual debts as at

the date of administration (see, for example, rules 2.85(6) and 2.85(7));

The set-off applies pro rata to all claims admitted as part of an Agreed
Claim amount: see, by analogy, In Re Unit 2 Windows Ltd (1985) 1 WLR
1383;

Where the set-off is applied against a sum owed to a creditor in a foreign
currency, the creditor’s foreign currency claim is converted to stetling at
the exchange rate prevailing on the date when the company entered
administration and is paid (to the extent of the applicable set-off) as at
the date of the notice of proposed distribution: see rule 2.85(5), rule
2.85(6), Kaupthing Singer & Friedlander 1.td (in administration) [2010] Bus.
L.R. 428 at [20] (this aspect of Norris J’s decision was not appealed); and

Such a creditor’s Currency Conversion Claim is calculated by reference to
the foreign currency amount of the sums received by way of set-off at the
exchange rate prevailing at the date of the notice of proposed

distribution.
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The analysis differs where an Agreed Claim amount has been agreed before notice

of a proposed distribution was given under rule 2.94.

M

2

The extent to which sums owed to LBIE were set off as part of the

calculation of the Agreed Claim amount and the manner in which any

such set-off was intended to operate should be determined on a case by

case basis, in the ordinary way, by reference to the terms of the

agreement between the parties construed in light of the relevant

background.

In cases where sums owed to LBIE were set off as part of the calculation

of the Agreed Claim amount then, subject to any intention or agreement

to the contrary, it should be assumed that:

(@)

(b)

©

Set-off was intended to take effect as at the date on which the
relevant Agreed Claim amount was agreed between the parties

(i.e. the date on which the relevant CDD was executed);

The set-off was intended to apply pro rata to all claims admitted as

part of an Agreed Claim amount; and

Where the set-off was applied against a sum owed to a creditor in
a foreign currency, the creditor’s foreign currency claim was
treated as having been converted to sterling at the exchange rate
prevailing as at the date of administration. Such a creditor’s
Currency Conversion Claim is calculated by reference to the
foreign currency amount of the sums received by way of set-off at
the exchange rate prevailing at the date on which the Agreed

Claim amount was agreed.

The second additional issue identified by the Administrators was not separately

addressed in the Administrators’ letter of 28 January 2015. The Senior Creditor

Group considers, however, that the same principled approach as set out above

should enable any such issues to be resolved, and enable the Administrators to
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identify what part of the single agreed claim amount reflects any client money

claim assigned to Laurifer from which the creditor can no longer benefit.
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QUESTION 39

445.

M

446.

447,

2

448.

Question 39 is concerned with whether creditors entitled to Statutory Interest,
Currency Conversion Claims or other non-provable claims are entitled to any
form of compensation for or in respect of the time taken for such claims to be

discharged and, if so, what form this compensation takes.
BACKGROUND

Question 39 is concerned with the general issue whether a creditor, whose
proved debt has been paid in full, is entitled to any form of compensation for or
in respect of the delay in the payment of its entitlement to interest under rules

2.88(7) and (9) or in payment of such part of its claim as was not provable.

The importance of Question 39 depends in part on the answers to other
Questions. In particular, the Senior Creditor Group’s position with respect to
Question 2 is that interest under rules 2.88(7) and (9) is calculated in accordance
with the rule in Bower v Marris. 1f the Senior Creditor Group’s position is correct,
the extent of the prejudice caused by delay in payment of such interest will be
reduced. If the Senior Creditor Group’s position is not correct, that prejudice

will be substantially increased.

GENERAL PRINCIPLE AND POLICY

In Re Humber Ironworks and Shipbuilding Company (No.1) Selwyn L] expressed the

(13

general principle at p.646 that “... no person should be prejudiced by the accidental delay

which, in consequence of the necessary forms and proceedings of the court, actually takes place in

»

realizing the assets ...”". A series of Canadian cases have stated that one should add

to that statement:

“a further caution: no person should be so prejudiced by such delay in the distribution
of assets”.

See Canada Deposit Insurance Corp v Canadian Commercial Bank (1993) 21 CBR (3d)
12; Principal Savings and Trust Co. v Principal Group 1.t4 (1993) 109 DLR (4™) 390;
and Attorney General of Canada v Confederation Trust Company [2003] OJ No. 2754.
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Delay in the receipt of money, absent compensation, prejudices the general
unsecured creditors as a result of the time value of money while potentially
benefitting shareholders who receive the benefit of any interest paid on or
appreciation in the value of the cash or other assets held by the estate during the

period of the delay.

It would be contrary to fundamental principle for creditors to suffer and for
shareholders to benefit from further delay in the operation of the statutory
scheme. It would also be wrong to create incentives for shareholders to seek to
extend the process of administration for as long as possible after the payment of
provable claims in order to ensure that they, rather than the creditors, received

any interest earned on or increase in the value of the company’s assets.

NON-PROVABLE CLAIMS

There are various grounds on which, outside of the specific provisions of the
1986 Act and Rules, creditors may be entitled to compensation in respect of the

time taken for their claims to be discharged.

The first and most obvious circumstance arises where the sums paid to a creditor

in discharge and satisfaction of its claim have not satisfied its underlying claim in

full.

Given that it would be contrary to fundamental principle for the surplus to be
distributed to shareholders when the company has not satisfied and, as a result of
such a distribution would not be able to satisfy, its liabilities in full, such a

creditor will have a non-provable claim for the balance owed.

The nature and source of the claim for compensation for delay is irrelevant. It
may, for example, be a liability under an enactment, a liability for breach of trust,
a liability in contract or tort, or a liability arising out of an obligation to make

restitution.

A creditor with a contractual or statutory right to interest apart from the

insolvency which has not been satisfied and discharged in full by the payments
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made pursuant to the 1986 Act and Rules will have a non-provable claim™;

Waterfall T [2015] Ch 1 at [127].

Such a non-provable claim may arise in a variety of different circumstances. By

way of example only:

@) If the answer to Question 2 is that, contrary to the Senior Creditor
Group’s submissions, interest under rules 2.88(7) and (9) is not calculated
in accordance with the rule in Bower v Marris, then the creditor may have
received less interest than he is entitled to apart from the insolvency. The
difference between the amount of interest to which he is entitled outside
of the insolvency and the interest under rules 2.88(7) and (9) paid in
satisfaction and discharge of his claim will constitute a non-provable

claim.

2 If the answer to Question 3 is that, contrary to the Senior Creditor
Group’s submissions, the word “rate” in rule 2.88(9) refers simply to the
percentage rate specified in the contract, then a creditor with a
contractual right to compound interest may have received less interest
than he is entitled to outside of the insolvency. Again, the difference
between the amount of interest to which he is entitled outside of the
insolvency and the interest under rules 2.88(7) and (9) paid in satisfaction

and discharge of his claim will constitute a non-provable claim.

Such a claim would compensate a creditor for or in respect of the time taken for
his entitlement to interest under rule 2.88(7) or the non-provable part of his claim
to be discharged. The basis of this claim would not, however, be an allegation
that the insolvency scheme required his entitlement to interest under rule 2.88(7)
or his non-provable claim to have been paid earlier. Rather, it would be that his
underlying claim itself entitled him to compensation, that such entitlement

continued during the insolvency and that such entitlement has not been paid.

54

The separate question of when a sum paid under rules 2.88(7) and (9) will be paid in
satisfaction and discharge of the creditor’s entitlement apart from the insolvency, and
when the sum will be paid as an additional and separate entitlement which is paid to all
creditors whether or not they are otherwise entitled to it, is dealt with in Question 28.
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This approach is not limited solely to a creditor who has a contractual or

statutory right to interest outside of the insolvency. A creditor who does not

have such a right may still have a non-provable claim for damages for

compensation for delay which has not been satisfied in full. Thus:

M

2

The court has a common law jurisdiction to award interest as damages on
claims for non-payments of debts, as well as on other claims for breach
of contract or tort, and a creditor may therefore have a claim for damages
for his actual interest losses caused by the late payment of his debt;
Sempra Metals v Inland Revenue Commissioners [2008] 1 AC 561. Such a claim
for damages may include an element of compound interest; Sezzpra Metals
v Inland Revenue Commissioners; see especially per Lord Hope at [17], [18],
[36] and [37]-[41]; and per Lord Nicholls at [52] (“If the law is to achieve a
fair and just outcome when assessing financial loss it must recognise and give effect to

this reality”) and [94]-[100].

A claim for damages for compensation for loss caused by late payment in
respect of the period after the commencement of the insolvency which is
measured solely by the time value of money, is excluded from proof on
the basis that it is, in substance, a claim for post-insolvency interest, as
the court has regard to the substance of the claim. The creditor’s
underlying entitlement to payment on the relevant date and its claim for
loss and damage as a result of non-payment on that date, are, however,
unaffected by the insolvency process; Wight v Eckhardt Marine GmbH
[2004] 1 AC 147. If and to the extent that the sums paid pursuant to rules
2.88(7) and (9) do not satisfy in full the loss and damage that the creditor
has suffered as a result of late payment, the creditor will therefore have a
non-provable claim for the balance to be paid out of the surplus before it

is distributed to shareholders.

A similar analysis applies to a creditor who has a claim denominated in a foreign

currency and who was entitled to payment in the relevant foreign currency on the

date when his claim fell due for payment or whose claim is governed by foreign

law:
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M

2

If such creditor has a contractual or statutory right to interest on his
claim outside of the insolvency which, for whatever reason, has not been
satisfied in full by the operation of the 1986 Act and Rules, he has a non-
provable claim for the balance. It does not matter whether that right

arises under English law or under foreign law.

Such a creditor may also have a non-provable claim for loss and damage
suffered as a result of the non-payment of his debt on the date when it
fell due for payment in the relevant foreign currency. Again, it would not
matter whether the right arises under English law, in accordance with
Sempra Metals v Inland Revenune Commissioners [2008] 1 AC 561, or under

foreign law.

DELAY IN THE PAYMENT OF STATUTORY INTEREST

Creditors are also entitled to compensation in respect of loss caused by the time

taken to distribute the surplus after the payment of debts proved.

If the position was that all debts proved could be paid, but payment of the

relevant amount of interest on such debts could end up being paid only years

later, without any compensation for such a creditor:

M

2

This would defeat the intention of the legislature that all creditors should
receive interest at the Judgments Act rate. The relevant sum, if only paid
years later, would no longer represent the rate of interest which the

legislature granted creditors as compensation.

This would also have the effect that interest would be paid to creditors
otherwise than pari passu, and not in accordance with their entitlement
after proved debts had been paid in full. The effect of the delay would be
that creditors with a non-provable right to compensation for such delay,
whether as a result of a contractual or statutory right to interest or a claim
for damages, would be compensated for such delay, but creditors without

such a right would not.
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A right to compensation in such circumstances is necessary to ensutre pari passu

distribution of the surplus; see, by analogy, Principal Savings Trust Co v Principal
Group (1993) 109 DLR (4™) 390 (Alberta Court of Appeal).

Creditors have a claim for non-provable damages in respect of loss caused by the

time taken to distribute the surplus after the payment of debts proved:

M

2

3)

)

The right to Statutory Interest is a right pursuant to rule 2.88(7). That
rule provides for “any surplus remaining after payment to the debts proved ... [to]
be applied in paying interest on those debts”. In accordance with rule 2.88(7),
creditors are entitled to be paid interest calculated in accordance with that

rule after payment of the debts proved.

In this regard, the right to be paid Statutory Interest is or can be treated
as a form of contingent non-provable right, conferred on creditors at the
commencement of the administration (see e.g. Canada (Attorney General) v
Confederation Trust Co (2003) 65 OR (3d) 519 at [25]: “I do not accept the
contention that the Claimants acquired a vested right to post-liguidation interest at the
Liguidation Date. In my opinion, they acquired, at best, a contingent right to payment
of post-liguidation interest conditional upon there being a surplus in the liguidated
estate after payment of all  the Company’s debts and obligations and of the costs
associated with the liguidation. The condition cannot be determined and satisfied until

the liquidation of the estate is at least substantially completed”).

The mere fact that there is, at present, a dispute as to how the surplus
should be applied, which requires determination by the Court, does not
change the position. It is correct that, pending resolution of that dispute,
the Administrators will not be in breach of duty for failing to apply the
surplus. However, the effect of the subsequent determination will be to
declare the manner in which the surplus fell to be applied after payment

of the debts proved.

In such circumstances, creditors will have a non-provable claim for
damages arising from the fact that the surplus was not applied in payment

of interest to them after payment of the debts proved, as and when,
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absent such dispute, this would properly have occurred in accordance
with the Rules, but was only applied some months or potentially even

years later.

This approach accords with the established principle that prejudice suffered by
reason of delay in the administration of an insolvent estate should be remedied
before any sums are treated as being available for distribution to shareholders;

Canada Deposit Insurance Corp v Canadian Commercial Bank.

Further, whilst the company remains in administration creditors continue to be
subject to the effect of the moratorium on proceedings. Given this, and in
accordance with the rationale for the introduction of the right to interest at the
Judgments Act rate™, the protection provided to creditors by the entitlement to
interest at the Judgments Act rate should not stop when there is a delay in the

distribution of the sums to which they are entitled™.

Such creditors should have a right to compensation in circumstances where there
is sufficient cash to pay the claims of creditors in full, and where a failure to
compensate creditors for delay in the payment of claims would benefit
shareholders. If no such right exists, shareholders would have an incentive to
extend the process of administration for as long as possible so as to ensure that
they, rather than the creditors, received any interest earned on the company’s

assets. As observed by Lord Hardwicke in Bromley v Goodere, it would be contrary

55

56

The rationale and justification for the right to interest at the Judgments Act rate was
explained by Chitty | in Whittingstall v Grover (1886) 55 Law Times 213 on the basis that a
creditor was entitled to obtain a judgment at law on which interest would accrue at the
Judgments Act rate and “a court of equity, while interfering with this legal right for the common
benefit of all creditors was bound, on equitable principles, to put him in the same position as if he had
excercised i,

Alternatively, if and to the extent that the moratorium may have been lifted, creditors
could have applied for permission to commence proceedings for a declaration that all or
part of the surplus was required to be applied in payment of interest to them and for an
order for payment of the relevant sums, together with an order for pre-judgment interest
from the date on which the cause of action arose under section 35A of the Senior Courts
Act. Creditors should not be prejudiced for having not done so, but instead agreed to
resolve the relevant issues on the present Application.

170



®)

467.

468.

469.

to principle for creditors to be prejudiced by and for shareholders to benefit

from delay in the distribution of a surplus.

WENTWORTH’S AND THE ADMINISTRATORS’ ARGUMENTS

Wentworth contends in its Position Paper at [174] that there is no basis upon
which a creditor is entitled to compensation because ““compensation for the late
payment of a sum (i.e. interest) is recoverable only where the creditor has a pre-existing statutory

or contractual right to if’. However, as set out in paragraphs 451 to 459 above:

@) A creditor may have a pre-existing contractual or statutory right to
interest and, if that right has not been satisfied in full as a result of the
operation of the 1986 Act and Rules, will have a non-provable claim for

the balance unpaid.

2 The right does not have to be statutory or contractual. It does not matter
whether such right arises, outside of the insolvency, under an enactment,
trust, contract or tort, or by way of an obligation to make restitution. It
can include a claim for damages in accordance with Sempra Metals v Inland

Revenue Commiissioners.

The Administrators contend in their Position Paper at [171] that there is no basis
upon which such a creditor is entitled to compensation, because “a non-provable
clazm only falls to be paid after Statutory Interest has been paid’ and “Rule 2.88(7) does not
uself stipulate a precise time at which Statutory Interest will become payable”. This

contention 1s incorrect.

So far as claims of the type referred to in paragraphs 451 to 459 above are

concerned:

@) Such a creditor’s entitlement to compensation is based on the fact that its
rights outside of the insolvency, whether contractual or statutory or
however else arising, have not been satisfied in full by the operation of

the insolvency process.
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2 It is no answer to such a claim to say that the insolvency process does not
stipulate a precise date when dividends or payments out of any surplus
are to be made. Nor is it any answer to say that the insolvency has been

conducted in accordance with the terms of the statutory scheme.

©)) The operation of the statutory scheme merely determines the actual
length of any delay, and thus the amount of any non-provable claim for
unsatisfied interest or loss and damage to which the creditor is otherwise

entitled.

So far as claims in respect of interest under rule 2.88(7) on the basis referred to in
section (4) above are concerned, such creditors are entitled to be paid such
interest after payment of the debts proved: rule 2.88(7). It is wrong to say that no
claim to compensation can arise because the insolvency process does not
stipulate a precise date when dividends or payments out of any surplus are to be
made. On their proper interpretation, the Rules do provide for a date for
payment of statutory interest, namely after proved debts have been paid in full.
Alternatively, they provide a debt when statutory interest is to be treated as

having become payable.

The Administrators’ position is inconsistent with what they have accepted in
their Position Paper to be the purpose of Statutory Interest, namely to “compensate
creditors for being kept out of their money and deprived of their contractual (or other) rights as a

result of the administration” (see [21]).

The effect of Wentworth’s and the Administrators’ position would be that
creditors are not compensated for the delay in receiving the interest to which, on
this hypothesis, the court would have determined they were entitled to be paid
after proved debts had been paid in full on 30 April 2014.

The Administrators’ argument that interest ceases to accrue once principal has
been paid in full would, if correct, cap the amount of interest payable to
creditors, at the date of payment of the principal, without any compensation for

the delay in the payment of the interest so capped. This cannot be correct.
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EFFECT OF THE MORATORIUM

A consequence of insolvency proceedings and the associated moratorium is to
prevent creditors from commencing proceedings against the company or
exercising similar rights that might otherwise have been open to them. They have

been required instead to participate in a process of collective enforcement.

The right of all creditors to receive, at the very least, interest at the Judgments
Act rate performs a compensatory role. The general rationale for providing that
minimum level of interest to all creditors is that creditors ought to be
compensated for being prevented by the insolvency regime from obtaining
judgment against the debtor which would carry interest at the Judgments Act rate
(Waterfall 112015] Ch 1 at [163]).

The legislature must have intended that creditors would receive an effective
interest rate of 8% on their claims as compensation for the delay caused by the

insolvency scheme.

CONCLUSION

In the absence of compensation, the longer the delay in paying Statutory Interest
or Currency Conversion Claims, the greater the detriment to creditors and the
greater the benefit to shareholders. The result of this is that, whilst those claims
continue to remain unpaid, the shareholders will continue to benefit from any
interest earned on or increase in the value of the approximately £6.5 billion of
cash and any increase in value of any other assets currently held by LBIE, while

creditors will receive no compensation for the time value of money.
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CONCLUSION

478.  Tor the reasons set out above, the Court should answer the questions raised at
this trial in the manner set out in the Senior Creditor Group’s position papers

and this skeleton argument.

ROBIN DICKER QC
RICHARD FISHER
HENRY PHILLIPS

2 February 2015

South Square
Gray’s Inn
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