


A, INTRODUCTION {b) Deutsche Bank A.G. (London Branch) {“Deutsebe Bank™). Deufsche
) . _ Bank is a creditor of GP1 {and therefore an “indirect’ creditar of PLC).
| This skeleton argument” is filed and served on behalf of Lehman Brathers Holdings Inc. Deutsche Bank is represenied by Sidley Austin LLP (“Sidley"),
(*LBHI") and Lehman Brathers Holdings Scoltish LP 3 {“SLP3”} in accordance with Lhe
Order of Mr Justize Mildyard deted 3( July 2019 (“the Hildyard Order), and () The Joint Administrators of PLC, who are represenied by Hogan Lovells
incorporales their wrilten trial submissions in relation to 1the hearing of two directions LLP (“Hogan Lovells"),
spplications, namely;
(#]] On the LBHI2 Application:
{1y  The application dated 16 March 2018 for directions within the administration of ) . ) ) )
Lehman Brothers Holdings Plc (*PLC", and the “PLC Applcation™)®. LBHI is a @) The Joint A strators of PLC. PLC is @ su ted ereditor of
LAHI2,
party w the PLC Application. HI2
s - - .
(2}  The application dated 16 March 2018 for directions within the administracion of () Deische Bank.” Dantsche Bank has an indireet cconomic latereat in the
LB Holdings Intermediate 2 Limited (“LBHIZ", the “LBHIZ Application™, subordinated debt of LBHI2 because it is en “indirot” creditor of PLE
togetber with the PLC Application “the AppHcstipns™). SLP3 i a party Lo the (see above).
LBHI2 Applicaticn. {¢)  The Joint Administrators of LBHI2, who are represented by Dentons UK
d H ' L3 .
B, THE PARTIES and Middle Fast LLP {"Dentous*™)
2. LBHI is the US parent company of the Lebman Brothers Group (“the .ebmean Group™). ¢ THE ISSUES TO BE DETE ED
On 15 September 2008, LBHI entered Chapter 11 proceedings in the US. SLT3 is a 4 As set out in further detail below, there is a strong degree of overlap® between the two
Scottish limited parmecship formed ou 25 April 2007. SLP3 Is indirectly owned und Appheations, which rzise common questions relating 1o whether dated subordinaled debts
ultimately controlled by LBHI. LBHI bas held 1he “PLC Sub-Debt” (as described below) issued by entitics within the Lehman Group to olber cntitics within the Lehman Group
since 19 April 2017 and SLP3 has held the “LBHI2 Sub-Notes™ (as described below) rank for distribution (a) befare, (b) after or, () pari passu with each other, In the case of
since 1 May 2007. LBHI and SLPJ are both represented by Weil, Gorshal & Manges PLC. the relevant insiruments where manking needs w be assessed arc the “PLC Sub-
(Londom) LLP (“Weil"). Debt" and “PLC Sub-Notes™ (as described below): and in the case of LBHI2, the
3 The other parties wre as follows: LEHI2 Sub-Debt” and the “LIBHIZ Sub-Notes™ {as described below).
s . . . . ,
" Oo the PLC Application: LBHL/SLPI will address the issues in 1ke following order
PR w . T i ;
(@)  The Joint Liquidaiors of LB GP No 1 Limited (in liquidation) (“GP1”). (1) Issue 2 of the -PLC. Application (“PLC Ranking lesue™)’. Th.m f& ﬂ'!c jssuz of
GP! is a subordinated credilor of PLC. GP1 is reprosented by Charles whether the claims of LEBHI un-der the PLC Sub-Debt rank for distribution before,
Russell Speechlys LLP {(“CRS”). after or pari passu with the claims of GP1 under the PLC Sub-Nates. On the PLC
Renking Tssue:
References in (his Skeleton Argument lo the wial bundles gre in the form |Bundle korier™V? Yolome s . L
number (where applicable)/*T* Tab Number (where applicable)Page ber]. Deawsche Bank was joinsd w the LBHI2 Applicatica on the Crder of Menn J dared 24 July 2018 (the
FATIZ26-229] “Mann Order™) [A/T11/216.228] {see also st [2018] EWHC 2017 (Ch), at [1]): but on the besis that it
' would not dupli T being ad d by PLC.
[A/T3/21-23). i Sec Bruce 3, [6] [AfT4/25] (“Given the overlap™); [7] [A/T4/25) (“There i & material averlap®).
|A/T1/1-3]. ? JAfTA22).
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4 Finally, the only reason identified by the ather parties for taking the issues in a
dilferent order (i.e. taking the LBHI2 Ranking Issue begfore the PLC Ranking
Issue} is that if the LBHIZ Application is decided in SLP3's favour then some of
the issues on the PLC Application may not arise (so that the PLC Application
may not need to be determined at all). That makes no procedural sense. The
Applications are being heard concurrently, so all the issues will need to he
addressed at trial in any event. The court is highly unlikely to give a judgment
parl way through a tal of this naturc and complintity. To that extent, the
sequencing of the issues does not need to be, nor should it be based on the pricr

outcome of the LRHI2 Applicaticn.
EXECUTIVE SUMMARY

In relation to both Ranking [ssues, LBHI/SLP3 contend thar @ pari pasyy construction
(“the Pari Passu Construction’™) is the only construction that gives effect 1o the
abjective meaning which the relevant subardination proviziobs would convey to the
reasonable reader, as well as being the only construction that accords with commercial

COMIMQnN SENSE.

The PLC Sub-Debt and PLC Sub-Wotes are subordinated to the same “Senior Liabilities™,
they will be entitled to prove at the same time and they will rank pari pussu under the
2016 Rules. The same applies to the LOHI2 Sub-Debt and the LBHI2 Sub-Motes, which
are subordinaled to the same “Senior Liabiliies"/Senior Creditors”, and again will be

entitled to prove at the same time and therefore rank parf passy under the 2016 Rules.

The Pari Passu Construction provides the correct and consistent answer to both the PLC
Ranking Issue and the LBHI2 Ranking Issue, The outcome of it is that LBHI/SLP3 would
share ralezhly in the recoveries from PLC and LBHI2 with, respectively, GP1 and PLC,
as opposed to receiving no refurn at afl. By contrast, the construction advanced by the
other parties (i.e. the senior ranking of the PLC Sub-Notes over the PLC Sub-Debt, and
the senior ranking of the LBHIZ Sub-Debt over the LBHIZ Sub-Notes) would result in
substantial sums Mlowing down to only one part of the Lehman Group's regulatory capital
structure (as opposed 10 being shared rateably), resulting in an unintended windfall to,

[

among others, Dentsche Bank {(which is a relatively recent purchaser of the ECAPS in the
secondary debt markets)'.

In each case, the subordinated instruments were issued for regulatory capital purposes.
Whilst the directly applicable regulziory regime during the perind in question changed,
the ovamiding repulatory purpose underlying subordinated debt remained conaistent:
namely, 10 ensure the protection of the regulated firm’s general creditors, primarily its
clients and commercial counterparties. It was no pan of the relevent regulatory regimes
for dated subardinated debis forming pan of & frm’s Lower Tier 2 (*L'T2")/Tier 3
regulatory capilel to subordinate to each other. That, however, is the construction the
other Respondents seck to impose on the subordinaled debt inswruments i this case.

A further factor pointing towards (he Par Passu Copstruction is that the two sets of
subordinated instruments engaged in both Ranking Issues were, for differing reasons,
required or inended to replicate each other’s lerms:

1) The PLC Sub-Notes were required to replicate the subordinalion provisions of the
PLC Sub-Debt as closely as possible so that PLC could obtain a waiver from the
requirement under IPRLXINY) (o use FSA Standerd Form 10 (a8 defined below),
If PL.C had oot obtained the waiver, the P1C Sub-Notes would oot have been atle

to qualify o regulatory capital.

2) The LLBHIZ Sub-Motes stted on their face that they were refinancing sxisting
subordinaed debt i.e. the LBHIZ Syb-Debt It is common pround with PLC tha
the three cxisting tranches of the LBHI2 Sub-Debt ranked pori passu at the time
of this refinancing. The LBIH2 Sub-Notes were on maierially the szame
cammercial terms as the LBHI2 Sub-Debi, with malters such as the coupan
replicating the eaisting rate on the LBHI2 Sub-Debr. This is significant The case
against SLP3 requires that the issuance of the LBHL? Sub-Notes actively altered
the pre-existng pari passu ranking position of the refinanced [LBHI2 Sub-Debt
This makes little sense in circumstances where the purpose of the issuance of the
[LBHI2 Sub-Notes was namowly focussed on securiog a discrete US tax advaniage
while concinuing to comply with the applicable UK regulatory capital

requirements,

I

This is cleatly lustmted by the agreed Funds Flow Chan, which cea e found = [FAY1VSH04|.
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2.

Moreaver, bath of the subordinaled instrumenis issved in bond format were either based

m of related to existing standard forms or precedents:

i

@

As repards the PLC Sub-Motes, (he FSA was repeatedly informed by the Lehman
Group that the PLC Sub-Noles were besed oo notes issued by Collins Siewan
Tulleti ple (“Colling Stewart™), Those nolexs contained a slightly maodified versivo
of Lthe definition of *Subordinated Liabilities” used in FSA Standard Form 10 {the
addition of the words “and all other Lightlities of the Issuer which rank or are
erpressed to rank pari passu with the Nptes™) upon which the case advanced by
GP|/Deutsche Bank on the PLC Ranking lssue appears largely to tum. The fecr
that these words were taken from e bond precedent to ensure that the PLC Sob-
Notes obtained an FSA waiver strongly sugpests that thy impon the other

Respondents seek to give them is misplaced.

As regards the LBHIZ Sub-Noles, the key definiioo of “Senior Credilors™
{"unsubordinated creditors.. or.....subordinated crediiors....other than...."") is in
malerally similar lerms to that used in Form 5.0 as prescribed by Chapter 5 of
IPRU{INV} {("FSA Standard Form %), which was applicable at the same fune
a3 FSA Standard Form 10, implemented the same core Enropean subordination
requement end was designed to achieve exactlly the same subordinabon
outcome. This is enother vary scong indication that when considering the relutive
ranking of the LAHI2 Sub-Debt {which was drawn up on FSA Standard Form 10)
and the LBHI2 Sub-Notes (which adopied materially similer subordination
delinitions to FSA Standard Farm 5), the two insbrumeots are subordinated behind

the seme “Senior Liebilities'/ “Senior Creditors™ and therefore at the same level.

Underlying the correct legal analysis are two closely-related and fundamental principles

which ihe other parties appear to ignore in their position papers. These are:

"

@)

First, for two subordinated debis to rank pari passu, it is not necessary for them to
cross-refer 1 each other and/or expressly provide ther Lthey mnk parf passe with
cach other. It is sulficient that they are subordinated lo the same senior liabilities:
if A subordinates its debt to C, und B subordinates its debt to C, A and B will

prove at the same Hme.

Second, where two subordinated debts are entitled to prove at the same time, they
rank pari passu and they must be paid in full (unless the asgets are insufficient to
9

meet them, in which case they abaie in equal proportions): see Rule 14,12 of the
2016 Rules; and Waterfll |, per Lord Weuberger, at (68]-[70].

In this context, the reascnable reader of the PLC Sub-DeblPLC Sub-Moles and the
LBHI2 Sub-Deb/LBHI2 Sub-Notes (who, for these purposes, would have all the
knowledge reasonably available to the ceniralised decision-makers within the Lehman
Group) would nole that:

(£h]

4]

&3]

{4

(5

GY

[n cach case, to the exient there gro any differences in the wording of the
subondinadon clauses in issue {prior to the amendment of the LBEHI2 Sub-Nofes

in 2008), these are minimal.

[n each case, #one of the relevant agreements specifically cross-refers tno the other
subordinaied debts which are said by the other parties cither to renk senior or

jumior.

[n each case, the operalive subordinatiop provisions in ell of the insiruments
defined the Bogower's or Issuer's “solvency” by reference o its ability to pay

“Senior Liabilities™”‘Senior Creditors™.

In each case, in bolh stcture and substance, the definitions of the “Senior
Liabilines"/*Senior Creditors” are materially the smme for the purposes of each
instrurrent.

In each case, the relevant subordination provisions are either directly based on or
meterially similar to the subordination language of stendord forms (i.e. FSA
Standard Form 10 and FSA Stantlard Form 5) prescribed by tie FSA in relation 1o
regulatory subordinated deht {which were derived from the SFA Rules'® and the
[MRO Rules,'® as defined below). Those slaodard forms were intended to rank
behind tbe same “Scoior Liakilifes" Senior Creditors™ and W achieve the same
suberdination culcome.

In the case of the LBHI2 Sub-Debt and the LBII2 Sub-MNotes, it is common
ground that the relevant instruments were either LT2 regulatory capital or Tier 3
regulatory capital. The only meteriai diffarence between the two tiers was the
requirement of lomger raturity daws for LT2, and stacdard market practice al the

1%

16

The Seeuritics and Futures Autharity.
The Investment Managemens Regulatory Organisabivm,
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time provided thot LT2 end Tier 3 regulatory dated subordinated debt ranked pari

PISSY,

In Lhe lace of (he zbove, the reasonable reader would conclude that the relevent
instruments in relation 1o hath the PLC Ranking Issue and the LBHI2 Renking Issue rank
behind the same “Senior Liabilities™/Senior Creditors™; that Lhey are entitled i prove at
the same time; and, therefore, that they rank pard passti.

Moreover, the ather Respondents have sdduced evideece or accepted in their position
papers thar none of the centralised decision-makers within the Lehman Group applied
their minds to the relative ranking of the relevent subordinaled debis. Much the same was
swsted by David Richards T in Waterfall 17 in relation 1o a different parl of the same
capita! structure in issue berc. The strong inference to be drawn from this is that there was
no purpose to the lansactions n queshion other than to ensure the ranking ol the
subordinated inslrumems behind the [rm’s gencral creditors, consiswmt with the
overmiding regulatory purpose refemed 1o above.

Against the clear ardiniry meaning of these subordinaied instrumenis, Deutsche Bank
{lthe only oon-l.ehman Group Respendent) is forced to posit generalised “commercial
incentives” within the Lehman Group Lhat cut across both Renking lssues, and which
allegedly motivated/caused LBHI, as the US paent, 1o arrange the entire regulalory
capital structure of the Lehman Group in order to priorilise the interesis of certain
securitier known as “ECAPS” {of which Deutsche Bank is now a lerge holder ps a result
of post-msobvency acquisitions m the scuondary markets). These alleged incentives are
supposediy based on the so-called “Dividend Stopper” and Deutsche Benk's mis-
characrerisstion of the Lebman Grogp’s mx concems. They are analytically flawed and
ansupported by the evidence.

The 2008 Amendmems o the LHHI2 Sub-Nows do not affcet these conclusions on the
LBHI2 Ranking lasue;

(1 On a true consoucton these did not aiter the ranking arsing from the relevant
subordination clause: both pror to and afier the 2008 Amendments, SLP3%s

See [2015] Ch 1, at [48): * Theee in no svidenee to sugpent thar enpone in the Lehman Brothers group
guve oy corsideration vo how these provialons would operate I the evend of an lnsolvency of LBIE
and indeed the Daction af ! wlte, in inrervdines whick have been conducted s ppasts
thar it iv highly unbikely thas any such poasiderarion way given™ (emphasis ailal).

il

2.

21,

¢laims under the LBHI2 Sub-Noles ranked for distribution pari passu with PLC's
olaims under the LBHI12 Sub-Debt.

(2) However, if thal cenclusion is wocormect a5 a matler of construcUon, then SLP3's
case 18 tbat the LAHN2 Sub-Notes Fal! to be rectified for common mistake, The
Court has the benefit of evidence from a key Lehman Group ceniralised degision-
maker who planned, stoructured and supervised the 2008 Ameodmenis, a5 well as
the drmiflsmen at Allen & Overy LLP ("A&D"). This evidence overwhelmingly
suppors the case that (here was no intention 1o alter the part passu ranking,

The Release Issue is straightforward. The construction advanced by Deutsche Bank,
nemely Lhat the effect of the Settlement Agreement (1o which it was not a party) was L
release all afler-acquired cleims, including all the PLC Sub-Debt is: (a) fnconsistent wilh
the ordinary meaning of the Setlement Agreement (for exarmple: (1) the Recitals refer o
the release of “outstanding claims™ between the TUS Alfiliates and the UK AMiliates; and
(ii} the alleged release of the PLC Sub-Debt is inconsistent with Section 4.04(b) and/or
Section 5.04(a) of Lhe Setlememl Agreement), (b) commercially absurd; and (c)
inconsistent with (he clear and mnequivoeal subsequent conduct of the paries. Deutsche
Bank's construction of the Settlement Agreement is incorrect. Furlher, its suggestion that
the PLC Sub-Debt has been perl released as 8 reselt of the LBH] Guarantees {(as defined

below) is misconceived,

In relation ta the Discounting Tssue, Deutsche Bank bes provided no adequate or legally
togent explanation for why Rule 1444 of the 2016 Rules (which is a mandatory
provision which discounts (uture debts for the purposes of proo!) should not be applied L
the PLC Sub-Noies. The PLC Sub-Noies are plainly provable future detns; they are nat
non-proveble Labilities (and Degutsche Benk’s reliance on the ohbiter remark of Lord
Meuberger in Waterfall [ is misconceived), and Deutsche Bank has not advenced a
credible or cohercnt altemative to the Statutory Scheme which the Supreme Court hay
voncluded cannol in any event be altered by judpe-made rules,

Finally, in refation lo the Guarantee 1ssue, the parties agree that the claims under the PLL
Guarantee rank junior to the ¢laims under the PLC Sub-Debt and the PLC Sub-Notes,'®
All the parties seek a declaration from the Court on that basis,

GF1 PP, [6.3] |A/TW156; DB PP, [6K] |A/TR153].
iz
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30.

(1

3i.

32.

THE LEGAL FRAMEWORK

The PLC Sub-Debt, PLC Sub-Notes, LAHI2Z Sub-Debt and LBHI2 Sub-Notes are all: (i)
subordinated instruments which subordinate them Lo other liabilities in an insolvency of
English-incorpomated issvers; (ii) reguiotery subordiraled instruments issued with o view
to meeling capital adequacy requirements set at a European level; (iif) dured reguialory
subordinated instruments, i.e. with specified maturitics as opposed o being perpetual,
such that they met the requirements of either LT2 or Tier 3 capital; and (iv) governed by
English law,

In view ol the characteristics of the instuments in question, LBAVSLP3's [epal
submissiong address the following areas relevant to the determination of the Renking

Issues:
(1)  The Swaumary Scheme {al [31] w [37]).
1) Operadon of conlmaciual subordination {at [38] to [48])%

{3}  Regulaory framework: European law and [PRU(INVYGENPRU {at [49] to
(1.

{4)  Pringiples of Contractus] Intesprewmtion (at [112] to [132]),
The Statutory Scheme

The operation of the Swhriory Scheme under the Insalveney Act 1986 and the 2016 Rules
(“the Statutory Scheme"™) is intcgral w the proper understanding of the Renldng Issucs
m this case. In the case of debs drawn up oo FSA Standard Form 10, the Supreme
Court’s judgment in Watcrfall 1 at [70] has already made clear that tbe subordination
mechanisio lakes effect within the existing Gamework of the Stawery Scheme by
prehibiting a subordinated ereditor fom being admited w0 proof wntil after the senior
ereditors have been paid in fall.

Accordiogly, proper consideration of the Ranking Issues begins with the operation of the
Statutory Scheme, which stipulates how debls are proved for, how they rank lor the
purposes of distribution and how dividends ere paid in respect of proved debts. It is
eskential to remember that: (a) the 2016 Rules apply once a ¢laim has besn proved in the

33

3.

35

36.

insolvent estate; and (b) where the 2016 Rules deal expressly wilh some matrer in one

way, it is not open to the courts to deal with it in a different and inconsisient way,™

Conlractual subordination {addressed in more detail in the next section) deals wilh a
creditor's ability © agree, subject to certain limits, either with the bormower or other

creditors w defer or not to enforee its rights.

It is axiomatic that where amy two creditors (whether unsubordinated ot subordinated)
prove at the same lime, their ¢laims will rank pari passe in an insolvency. This does not
depend on the relevant two creditors specifying in an agreement that their debts should
rank puri passi. Rather, it is based on a fundamental principle of faimess, the parf passu

principle, which has been put on a starutory footing.

The pari passu principle is put on a slatutory footing in relation to administration by Rule
14.12(2) of the 2016 Rules.”® This provides that: “Debis other than preferemtiol debts
rank equally between themselves and, aficr the preferentiol debis, must be paid in fulf
unless the assets are insufficient for meeting them, in which case they abate in equal

proportions between themselves.”™

The relevant provisions relating to proofs of debi and the ranking of proved debts for the
purposes of distributions in an administration are set out below. They provide the comext
for the operation of the contractual subordination provisions in question in an

administration:

(1} A creditor wishing 1o recover a debt must submit a proof 10 the administrator
unless®: (i) the count orders otherwise; or {ii} the creditor is deemed Lo have
proved pursuant to Rule 14.3(2) or 14.3(3). The creditor’s proof must state the

total amount of the creditor’s claim as at the date of administration.®

* In suppon of the part passy principle, the liquidation and distribution of the assets
of the insolvent company are treated at Teas{ notionally as taking place

simultancously on the relevant date: in a winding-up, that date is the date on

Lord Sumption in Wajgrfall T at [194].
Rule 14.12 also applies to compulsory liquidation.
As regards creditors’ voluntary liquidation and members’ voluntary liquidation, the pari passu
principle is put on a stanutory footing by Section 107 of the Insolvency Act 1986
Rule 14.1 of the 2016 Rules,
Rule 14.4(d) of the 2016 Rules.
13



37.

(2)

38.

which the winding-up order is mede. and in an administration, it is the

commencement of the administration. ™

(3} However, in practice, there needs to be a cut-off for when one can prove to enable
the officeholder to ascertain the company’s liabilities. In an administration, where
the administrator intends to make a distribution to creditors or to deelare a
dividend, thc sdminismrator is required to deliver a notice of that fact to

creditors.”® That notice must state the last date for proof: Rule 14.30(a)."

4 Rule 14.40(1)b) of the 2016 Rules provides that where a creditor did not prove
for a debt before the declaration of the dividend, the creditor is not entitled to
disturb the payment of any dividend or the making of any distribution. However,
pursuent to Rule 14.40(2) the creditor is entitled to be paid a dividend or receive a
distribution which the creditor has [eiled to receive out of any money for the time
being available for the payment of a further dividend, Such a dividend must be
paid or distribution made before that money is applied to the payment of any
further dividend or making of eny further distribution.

If two creditors who have not proved prier to the last date for proof subsequently prove at
the same time as each other their claims will mnk pari passu by virtue of Rule 14.12(2).
This is consistent with David Richards J's explanation in Waterfall 11A (first instance) at
[201] as to the operation of the parf passu principle in relation to claims when they are
admitted to proof: “Omce ciaims have been admitted to proof for parficular amounts,
whether in respect of presently payable debls, future debts or contingent or wnascertained
claims, thase wmounts ronk pari passu for distributions in the administration”
(eniphasis added).

Operatdon of contractual subordination

The subordination of debt comcems the interplay between the Statutory Schemse, as
described above, which is preseriptive and can only be altered by Parliament, and
personal rights, which can be altered by agreement between the company and the creditor
wha halds or will hold those rights, provided that the agreement does not purporn to

adversely alter (without their consent) the rights of another creditor or creditors.

4l

Eor the definition of the “relevan date™ for the purposes of Pan 14 of the 2016 Rules see rule 14.1(3).
Rule 14.29{1%a) of the 2016 Rules.
Rule 14.30 of the 2016 Rules.

"%

19,

4i.

42,

4},

The ¢reditor has a personal right ta prave his debt. Onee proved, the Stamtory Scheme
stipulates how that debt is to be treated, how it should be valued, whether it should be
discounted, how any Liability in a foreign currency should be converted, and on what
basis interest should be paid. That is the application of the Statutory Scheme and it is
mandalory. However, Lhe credilor’s right Lo prove his debt is a personal right Lhat lhe
creditor might choose 1o waive or defer. It is open to the creditor 1o agree that he should
oot prove bis debt et all, or not until afier other ereditors have been peid {thosc other
creditors being, by agrecment, creditors who rank seror to hum). It is open ta the credilor
to agree that he wili only prove for a lesser sum, It is by the creditor agreeing to defer his
claim Lo the claims of others that coniractual subordinstion works.

What the company and its creditor cannot do is agree te improve the creditor’s position,
They cannot agree m subordinate the debts of others. They cannot agree to incresse the
creditor's claim in the event of an insolvency. Such agreemenis would be conwary to the
Statutery Scheme because they would suek to alter the creditar’s ¢laim W s advanlage
or alter the application of the Siatulory Scheme (o the creditor’s claim.

At the heart of all Esglish insolvency pracesses (whether that be bankrupley, liquidation
or a distributing administration) is the collecting in and realisation of the debtor’s assets
and the sharing of those asscis botween the creditors entitled to prove thew claims in the
insolvency estate, The rule by which proved claims share equally, (he pari passu rule, has

8! various times been described as a “rule of public policy™.

To understand the rolevince of this “rule of public policy™ in the context of subordination
it is necessary to consider: Ex Pare Mackay (1873) Ch App. 643; Brish Faple
Iermatiomal Air Lives Lid v Compagnie Nationsle Air France [1975] 1| WLR 758; and
National Wesiminster Bank Ltd v Halesowen Presswork & Assemblies Ltd [1972] AC
785. These cascs {which arc described in more detail in Appendix A 1o these writien
submissions) established that a coniract purporting 10 give one party an advantage in an
insolvensy was void, because such a contract would purport to vary the Statuiory
Scheme. On the basis of thesc anthoritics, contracting out of par passu (including
through a subordinadon agreement) wes hislorically thought Lo be forbidden.

In the more recent cases of Re Maxwell Cemmunications Corp ple (No 23 [1993] 1 WLR
1402 and Re SSSI. Realisations (2002) [2006] Ch 610, the Courl has recognised that a

20



45.

subordinated creditor can agree to the deferral of their ordinary righls as an unsecured

creditor to prove and share in the distributions in en insolvency.

Matably, the suberdinated debt in both those cases involved non-regulatory (rather than
regnlatory) subordinated debt: (i) in Re SSSL Realisations, the subordinated instrument in

question was & deed of indemnity pursuant to which various indemnitors agreed that their
claims against cach other would be subordinated to the surcry's claims against the
indemnitors; and (ii) in Re Maxwell Commuynications Corp ple (No 23, the subordinated
instrument in question was a subordinated guarantee provided by one Maxwell company
to ancther. Vinelotr J noted that subordinated ioan capital might be included amongst a
company's tinancial resources under the SFA Rules {as defined below), but afse

recognised the significance of non-regulstory {i.e. commercial) subordinated debt:

“It is not infrequently the case that a company can only continwe to frade and incur credit
with the financial support of a parent or associgted company, or a bank which is willing

to subvrdinate its debt to the debts owed to the other unsecured creditor” %

Most recently, in Waterfall I, Lord Neuberger confirmed the rights of creditors 1o
subordinale their debu at [66], where he said that:

“In agreecment with all the parties on this appeal, F can see no objection io giving effect
to a coniracual agreement thot, in the event of an insolvency, @ commracting creditor's
clgim will rank lower than it would otherwise do in the “warerfall”. James LF's dictum
in Ex p Mackay, Ex p Brown; In re Jeavons (1873) LR 8 Ch App 643, 647 that a person
“is not allawed, by stipulation with a creditar, ta provide for a different distributian af his
effects in the event of bankruptcy from that which the law provides” is corvect, albert that
it should be treated os subject to two gualifications. First, that if does not apply where
the “different distribution” involves the creditor in gquestion ranking lower in the
waterfall thon the law otherwise provides. Secondly, even if the “different distribution”
invalves him ranking Righer than he atherwise would, the dictum would not apply if gil
those who are detrimentally affected by his promofion have agreed to it (unless there
was some public policy reason not fo accede 1o the “different distribution™)” (emphasis
added),

In Walerfall I, the Supreme Court unanimausly restored paragraph (i) of the Order made
by David Richards ] at firsi instance (“the Order™), which was m the following ®rms:

At page 1416,
21

47.

48.

“The claims of fLBHI2} under its subordinated loan agrecments with [LBIE] are
subordinated to provable debts, statitory interest and non-provable ligbilities, all of
whick foiher than the claims of LBHI2 under its subordinated fogn agreements and
sranitory interest thereon, if any) must be paid in full before fa) LBHL2 is entitled to prove
and require the LBIE Administrators to admit such proof in respect of its claims under its
subordinated loan agreements with LRIE and (b} such claims are available for insolvency
ser-off resulting from the giving of nutice by the LBIE Administrators, on 4 December
2009, that they proposed to make a distribution to LRIE s unsecured ereditors”.

Overtuming the Court of Appeal, where Lewison LJ {giving the leading judgment) had
considered that the subordinated creditor in question could prove for its subordinated debt
at any time, but that its debt would be a contingent debt until the “Senior Liabilities™ had
becn paid in full, during which period a prool of debt in respect of it would be ascribed a
value of i, Lord Neuberger (giving the unanimous judgment of the Supreme Court on
this point) said at [70] (emphasis added):

“It therefore follows that, in my view, it wonld not be open to LBHI2 o lodge a proof in
respect of the subordinarted debr untit the non-pravable liabiliies Aave been paid in ful,
or ar least unhil it is clear that, after meeting thart proof in full and paying any srarutery
inferest due onr it, the mom-provable liabiiities could be met in full. As svon as that has
happened, there would, subject to whot [ say in the next parograph, be nothing to stop
LBHIZ lodging a late proof™

Accordingly, in the light of the Supreme Court's unanimous decision in Waterfall [, the

operation of contractual subordination in the context of the Stetutory Scheme involves a
subordinated creditor submitting a proof of debt and being admitted to proof only after

the relevant “*Senior Liabilities™ or “Seniot Creditors™ have been paid in full. As to this:

(13 by virtue of Rule 14.40(1%b) of the 2016 Rules, the subordinated crediler is not
entitled to disturb distnbutions 1o the senior creditors, who have received 100p in
the pound, and statutory interest {where applicable);

2} the subordinated ereditor’s claim is entitied to be admined to proof in its full
principal amount (subject to the discounting of claims that are not due as at the

date of the declaration of the next dividend pursuant to Rute 14.44(1)); and



&)

50.

51

52,

» by virtue of Rule 14.40(2), the subordinated creditor is entitled to be paid a
dividend out of any meney for the time being available for the payment of a
further dividend:

(a) if there are sullicient assets in the insolvent estate to pay the admitied
debis in full, the subordinated creditor will receive 100 pence in the
pound; or

(b) if there are insufficient assets in the insolvent estate (o pay the admined
debts in full, then by virtue of Rule 14.12 of the 2016 Rules, the admiticd
debt of the subordinated creditor, and the admitied debts of any other
subordinated ¢reditors proving at the same time will abale in equal

proportions between themselves. Their debts renk parf passa.

Regulatory Framework: European law and TPRU(INVYGENPRU

As David Richards J said in Waterfall I{at [601):
“In approaching the issues of construction of the subordinated facility agreements, it is

clearly right to have regard 1o their regulatory contexi™,

It appears to be commeon ground and is plain on the face of the subordinated instruments
themselves that the PLC Sub-Debt, PLC Sub-Motes, LBHIZ Sub-Debt and LEHIZ Sub-
Notes were all entered into with a view to meeting the regulatory capital requircments of
the Lehman Group™.

The principal elements of the capilal adequacy rules were described by David Richards J
m Walerfall 1 21 [35]-[47] where he summarised the purpose of capital adequacy rules at
[33]): “The purpose of capital adequacy rules is so far as passible to ensure that firms
provide financial resources to protect their customers and other stakeholders against

Jailure and enable them 10 withstand some level of foss.”

Al the material times, the relevant capilal adequacy rules operated at both an international
level and at a UK level. EU Directives implementing “Basel I and subsequently “Basel
I[" set the minimum standands required for firms' capilal adequacy. At a national level,

the Lehman Group's regulator at all material times was the FSA. The FSA implemented

43

See PLC PP, [33] [A/T7/11]; DB PP, [22(1)] [A/T8/130] and [$1(2)] IA/TS/148),
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53.

54.

these European standards and set the relevant rules goveming regulatory subordinated
debt.

Two regulatory phases are relevant in this case:

§)] In the first phase, from 2004 to 31 December 2006, the Lehman Group was
subject w the requirements of the *Intenim Prudential Sourcebook for Investment
Businesses™ (“FPRU(INY)™),% specifically Chapter 10 of IPRU{INVY®, During
the first phase, three sets of subordinated instruments were issued: (i} the PLC
Sub-Drebt, {ii) the PLC Sub-Noics, and (iii) the LBHI2 Sub-Debt.

2 In the second phase, from 31 December 2006 lo September 2008, the Lehman
Group was subject to the General Prudential Sourccbook ("GENPRU™)Y¥. During

the second phase, the 1. BH12 Sub-Notes were issued.
In summary, and as ser out below:

(1} The regulatory requirement under the relevant Directives was that subordinated
debt relied on for the purposes of “own funds” be subordinated in a liquidation to
“all other creditors™ and “not...be repaid wmil all other debis cuistuwmding at the
timte have been setiled™; Article H3) of Directive B9/299/EECY; Article 36(3) of
Directive 2000/12/EC*; and Anticle 64{3) of Directive 2006/48/EC™.

2 IPRU{INY) implemented this regulatory requirement by preseribing the use of
certain standard fonms (including FSA Standard Form 10, as well as 1 number of
other forms), all of which included subordination provisions giving effect 1o the
relevant Directives. Subsequently, GENPR1] id away with the requirement of
remplate agreements which had applied to the Lehman Group under Chapuer 10 of
IPRU(INV).

Bruce 3, [49] [A/T4/33],
Chapter 10 of IPRU{INY) is located at [I/¥2/T10/509-803).
GENPRU Chapler 2 is located at [J/V2/T11/804-892).
IV T8,
(IAV1/TSA23].
IV 1681
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Phasc I: Eurapean framework, Basel 1 and the Direetives

55.

56.

57.

38

A succession of European Directives gave effect to (he terms of “Basel I"™ at EU
level from the late 1980s. A core distinction made by Basel [ was between Tier 1
capital which included issued and fully paid ordinary sharcs/common stock and non-
cumulative perpetual preferred stock and disclosed reserves™ (i.e. equity), and Tier 2
capital. What Basel I described at [23] as “subordinated term debs” was included

within tier 2 capital.

Bascl I was first given effect within the EU by Directive 89/290/EEC of 17 April 1989,
which applied to regulatory capital of credit institutions (defined as “own fisnds™), but not
of investment firms. Directive 89299 recognised the concept of subordinaled loan
capital. Article 4(3)Y? contained the corc subordinaiion requirement: “Member States or
the competent authorities may include fived-term cumulative preferential sharex referred
to in Arricle 2(1)(8} and subordinated foan capital referred 1o in that provision in own
Sfunds, if binding agreemienis exist under wiich, in ihe cvemt of ihe Sanirupicy oF
tiguidarion of the credit institstton, they rank after the claims of all other creditors and
are ot to be repaid until all other delts outsmanding at the time have been settled”
(emphasis added).

The wording in bold is significant. The reference to “all other creditors™ was a reference
to all of the credit institution’s creditors other than it repulatory subordinated debt. It was
cross-referenced by a number of other European Directives. The protection of these
“ather creditors™ or, as David Richerds J described them in Waterfall 1, the s’
“customers and otier stakcholders™™, was the principal focus of the European legislation

from Lhe outset.

Investment firms were dealt with by Directive 93/6/EEC, which applied to the Lehman
Group.™ Anncx V provided that the “owsn finds” of investment firms and credit
instimations were defined in accordance with Directive 89/29%EEC, subject to cenain

immaterial modifications,

In July 1988, the Hasel Comnlitee produced the “International Convergence of Capilal Measnrement
and Standards” (“Basel [") [J/¥1/T17/1-26]. This set owt the details of the agreed framework for
measuring capital adequacy and the minimum slandard to be achieved.
At paragraph 12 [J/V1/T1/3=d].
HV1T367].
See Devid Richands I'z judgment in Waterfall ] a1 [33).
[JV1Ta{69-4|. Sec also David Richerds I's judgment in Water[pll 1 at [38], deseribing Council
Directive $3/6/EEC as being of “direct relevance” to LBIE.
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59. On 20 March 2000, Directive 389/299/CEC was repealed and replaced by Direclive
2000¢12. Article 34 provided that the “own funds” of a credit institution consist of among
other things, fixed term cumuletive preferential shares and subordinated loan capital as
referred to in Article 36(3).™ Atticle 36(37* was in very similar ferms to Anicle 4(3) of
Directive 89/299EEC, set out above.

UK implememntation: TPRU{INY)

60, In 2001, the FSA introduced [PRU(INY). It was noted in Appendix 63 10 Chapler 10 of
IPRIXINYY) that the FSA was constrained in its rule-making by the requirements imposed
upon it by the relevant EU Directives™, and the purpese of IPRU(TNY) was to implement

the Ewropean legislation.

61 IPRU{INY) brought together a number of different handbeoks which had previausly heen
applied by different Self-Regulatory Organisations (“SROs") under the aegis of the
Securities and Investments Board (“SIB™), pror to the establishmenl of the FSA in
2000."* As IPRU(INV) itself noted, the chapter numbers in IPRU(INV) correspond with
those under the rulebooks of the firms® previous regulators.™

62, TPRIXINY) Chapter 1 described the purpose of the rulebook as being (o assist the (newly
formed} FSA “fo meet the statutory objertives of protecting consumers and maintaining
market confidence.” The purpose of IPRU(INY) was stated to be to set “minimal capital
and other risk management standards thereby mitigating the passibility that firms will be
unable to meet their ligbilities and commitments to consumers and counterparties .
IPRIYINV) 1.1.2G*.

¥ Anticle 34020 8) [J/VLTS5121-122].

“Member States or the compelentt duthorities may include ... subordinated lvan capital referred to in
fdrticle 34208)] in own funds, if binding agreements exist under which, in the evenl of the bunkrupicy
or lguidation of the credit institution, they rank afier the claims of ail other creditors end are not o
be repaid until olf other debts outnanding af the time have been setded” (emphasis added)

Y ITS123),

i At page 60 YUTIVTIT): “the FSA is constrained by the requiremenis of the Capital Adequacy
Directive, and associefed pieces of feyistation™.

*® Under Lhe Finencial Services and Markets Act 2000,

" IPRUINYG 113G [I/VETI0/497].

ko Y 2T10/497].
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IPRU{INV) Chapter 10

63.

65,

66.

The FSA capital adequacy rules which applied to the Lehman Group in the UK up until
31 December 2006 were set out in IPRU{INV) Chaprer 105!

Chapter 10% emerged out of the relebook formerly applied by the Securities and Futures
Authonty (“SFA™ and the “SFA Rules™ to securities and futures firms which were
investment firms (“SFA ISD Firms"™) prior to the consalidation of the various rulebooks
under IPRU(INY).

The SFA was onc of the two SROs that are matcrial for current purposcs (the other being
IMRO, which is referred lo below).

While IPRU(INV} was in force, if a firm which was subject to Chapter 10 wished to use a
subordinaled loan as parl of its “fingncial resources™ (Le. regulatory capital) it was

required to use standard forms. Rule 10-63(4¥* stated that subordinated loans had to be

La858 L CEDE,

clagsified inlo long term subordinated loans and short term: swhordinated loans, and
Annex D of IPRU(INV} contained 2 list of standard forms (including guidance notes) for
former SFA ISD Firms (such as entities within the Lehrnan Group) (collectively “FSA
Standard Form 10" and together with FSA Standand Form §, “the FSA Standard
Forms™):

(1} 10.1 Long Term Subordinated Loan Agreement®.
(2} 10.2 Short Tenn Subordinated Loan Agreement™.
(3) 10.6 Long Term Consolidatzd Supervision™ Subordinated Loan Agreement’.

{4} 10.7 Short Term Consolidated Supervision Subordinated Loan Agreement®.

Hutcherson 1, [16] [C/T6/72].
Chapter 3 applied w securities and futures fitns which were not investnents fimms.
Y 2T10/517-518].
Y 2TLDT 29-T43].
[JY BT I T44-T58].
Historically, only regulated entities were examined for capital adequscy and povemance, Afer the
19905, the UK regulators introduced consolideted supervision of entire groups, to ensure that capital
adequacy of a group as a whole was sulficient. The inoduciion of consolidaled supervision required
the development of these rwo further forms 10.6 and 10.7 (Hurcherson 1, [24]-[27) [C/T&T3-74]).
[TV 2TIVT6S=T79].
[T LTI 760-794] .
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67.

68,

The SFA Rules had also required the use of standard forms.® The forms prescribed by the
SFA for these purposes were in materielly the same form as FSA Standard Form 10,

The manner in which IPRU{INY} Chapter iD sought to ensure compliance with the
requircments sct at @ European level relating to subondinated loan capital was highly

prescriptive in this first phase. As to this:

(n Pursuant to Rule 10-62(1)"', the basic requirement was that investment firms were
required to maintain “financial resources™ in excess of their “financial resources
requirement” {“*FRR'™). Pursuanl to Rule 10-62(2) the invesiment fimm was
required to calculate its “financial resources™ in accordance with a prescribed
Table. In turn, the complex caiculation of a firn’s FRR was set out under Rule
10-70.

04} Rule 10-63{1)" provided that *4 firm may take into account subordinated loan

capital in its financial resources”.

(3} As noted, in order to be taken into accoumt for the purposes of its “[nancial
resources’’, & firm could only include a subordinated loan if it was drawn up in
accordance with the standard forms obtained from the FSA, unless they sought a
maodification or waiver. IPRU Rule 10-63(2) and the guidance annolations therelo

provided*:

“HL63(2} R A firm may include a subordinated Ioan in ity financial resources

only:

fa} if it is drawn up in sccordance with the standard forms® obtained from

the FSA;

Rule 10-63{2) of the SFA Rules provides "A firm mav inchude a subordinated loan in ity fancial
resources omly if it is drawn up in accordance with the standard forms obtained from SFA except to the
extent that SFA otherwise permits.” The SFA Rules were inbroduced a5 8 direct response Lo Directive
IHGEEC on capital adequacy requirements.
See FSA Consultation Paper 54 (“The Investment Business loteriru Prudential Handbook™) (" CPS4™},
. 7.4 “the current [SFA] stendurd forms including these Jur subordinated fvan ug wnel
qualifiing undertakings will be maintained with mini; changes. The forms will be available shorily
ot the FSA4 website™.
[IV2TI0513].
[IV2TLOSET].
[IV2TINET].
A note below explaimed that “If a firm wishes io use @ form which differs from the standard form it
will need ro seek o modification to, or waiver from, this vule " (emphusis added).
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h) if it is sigmed by alithorized signatories of all the parties; and
fe) to the extent that it iv paid up by the lender.

The manner in which the core European requiremnent 1o “roak afier the claims of aif vther
creditors” was satisfied was to require firms to use FSA Standard Ferm 10, which was

drafled Lo implement the requisite subordination.

(1} Under Paragraph 5, the rights of the Lender were subordinated to the “Senior

(2} F5A Slandard Form 10 defined the “Senior Liabilities™ o mcan “alfl Lighilities
except the Subordingled Liabilities and Excluded Liabilities™.

The mandatery requircment to use FSA Standard Form 10 had a number of

(1}  Itsaved a great deal of time and money for both the FSA and the firm. *

(2) It ensured consistent treatment of firms by the FSA™, By requiring firms to use
the same standard forms, the FSA could be sure that the corc suberdination

requirement prescribed under the EU Directives was met. As to this:

(a} At [irst inslance in Waterfall [ at [75], David Richards T said of FSA
Standerd Form 10 that: “The purpove of the template agrecments, piving

effect as they do to EU Directives, is o provide @ uniform system of

subordination.”

(b) In construing agreements drawm up on FSA Standard Form 10, in the
Court of Appeal in Waterfall [ Moore-Bick LJ said at [248]:

“Having repard to the regulatory context in which the apreement was
made, I am satisfied that its purpose was to ensure that in an insefvency
the subordinated creditors should rank behind all thuse whose claims

would have te be recognised in the insolvency.”

69,
70, As w0 FSA Standard Form 10
Liabilities™.
71.
CONSCQUENCEs:
o Hutchersen 1, [L7] [CTo/T2].
L)

Tbid.
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72.

{c) In the Supreme Courl, Lord Neuberger said at [64]: *'The purpose of the
parties to those agreemenis was to ensure that all thase with claims on

LBIE would have priority aver the holders of the subordinated debt.”

Sigmificantly. it was no part of the subordination provisions in the FSA Standard Forms,
IPRIXINY) more generally (see 1.1.2G), or the requirements of the European framework
that certain subordinated debt forming part of a pamicular tier should be subordinated to
other subordinated debt within the same tier.

IPRU(INV} Chapter 5

73.

.

75.

76.

IPRU(INY) Chapter § emerged out of the rulebook of the Investment Management
Regulatory Organisation (“IMRO™ and the “IMRO Rules™)”". Likc the SFA Rules
(referred to at [64] above), the IMRO Rules were introduced to implement Directive
936/EEC on capilal adequacy requirements. Chapter 5 applied to imvestment
management firms, which were firms that were members of IMRO immediaely prior to

the commencement of IPRU(INY). Lehman was not an IMRO firm.

Both Chapter 5 and Chapter 10 of IPRU(INV) were intended to lulfil the basic purpose
set out at TPRU(TNY) 1.1.2G™ as well as the core requirements relating to regulatory

capital set out at 2 European level.

Unlike IPRU Chapter 10, Chapter 5 also specified (he characteristics qualifying
subordinaled loans were required to have. In this regard, IPRU{INY) Rule 5.2.5(1Xb) set
out the requirement that “in the event of the winding up of the firni. the loon ranks after
the claimy of oll other creditory and is not to he repard until all other debits owstanding at
the time have been settied ™ This replicatad the exact language of the core subordination
requirement in the EU capital adequacy directives which were then in force: see Article

4(3) of Dircctive 89/29%EEC and its successor pmvisions”.

IPRU{TNY) Rule 5.2.5(4) required that “a guolifying subordinated loan must be in the
Jorm prescribed by the FSA jor the purposes of this rule”. Again, this was subject o

This is explained in CP54, [2.10], which described how IPRU{INY) would replace the prudential
material from the SFA Rules and the TMRO Rules.

“Setfing minimnal capital and other risk management standards thereby mitigating the possibifity thof
Sirms will he unable ro meet their liobilities and ¢ ] £ 0 et ¢ ahd counlerparties”
IV 2TI49T.

[V TI06TS.
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obtaining the FSA's approval to Lhe use of a subordinated loan agreement other than in

Annex D of IPRUINY) contained the relevant “Prescribed Subordinated Loan
Agreement” which gave effect to Rule 5.2.5(1)(b}, namely, Form 5.1 (“FSA Standard
Form 5). This was in materially the same mrms as the “Specimen Subordinated Loan
Agreement” which had previously been prescribed under the TMRO Rules.'™

Like FSA Standard Form 19, the purpose of FSA Standard Form 5 was lo ensure that the
repulatory subordinatcd debe ranked aficr the claims of “all other creditors”.

(n Under Paragraph 7, the rights of the Lender under the Loan were subordinated to
the rights of the “Senior Creditors™.

(2) F¥A Standard Form § defined the “Senior Creditors” to mean:
“all such persons who are.
fa) unsubordinated creditors of the Borrower; or

by subordinated creditors of the Borrower other than those whose cleims are
expressed to rank and do rank, pari passe with or junior to the claims of the

Lender hereunder” {emphasis added).

(1} Like FSA Standard Form 10, FSA Standard Form 5 was required to subordinate
the regulatory subordinated debt after ali other creditors”, and in order to do so
subordinales Lhe regulalory subordinated capilal to the “Senior Creditors™.

(2} The definition of “Senjor Creditors” under FSA Standard Form 5 is materially
similar to the definition of “Senior Creditors™ under the LBHIZ Sub-Notes, in that
it bifurcates that category so as o include expressly both (a) unsubordinated
creditors and (b} subordinated creditors “other than' specified exceptions.

For present purposes, the key points are these:

the prescribed form.
7.
78
79, As set out in more detail below:
80.
100

Table 2.5(5) of the IMRO Rules.
n

a1,

82,

() Both FSA Standard Form 10 and FSA Standard Form 5 were intended to comply
with the overriding purpose set out in IFRU 1.1,2G, and the overarching
regulatory capital requiremenis imposed at a Furopesn level, which was to
sutordinate the regulatory subordinated debt after “aif orher creditors” {i.g. all
greditors piher than the regulatory subordinated debt).

2) Both standard forms were derived fromn existing swendard forms put in place under
the SFA Rules and the IMRO Rules, which had been introduced in order 1o
implement the capital adequacy requirements se1 by Directive 93/6/EEC.

(3) There were certain  differences between the definitions and operative
subprdiuation provisions used in FSA Standard Form 10 and FSA Standard Farm
3: for cxample, the latter provided far subordination to the “Senior Creditors™
defined as “unsubardinated creditors” énd “subordinated creditors” (other then
cerlain carve-puls), whilst the lormer specified subordination to the “Senjor
Liabilities" defined as “afi Liobilities except the Subordinated Liabilitley und
Excluded Liabifities™.

(¥4} However, it is clear that both FSA Seanderd Form 18 (and the forms preyiousty
prescribad under the SFA Rules) and FSA Standerd Form 5 (and the forms
previously prescribed under the IMRO Rules) were intended to bring about the
seme subordination result and give effect to Lhe overtiding European requirement
of subordimating the regulatory subordinated debt to “aif other creditors” of the
regulated firm,

In short, Lhe two standard farms in Chepter 3 and Chapter 10 — though adopling difTerent
wording — were two melhods prescribed by the FSA at the same time for achieving

exactly the same subordination owicome,

That the different subnrdination tanguege in FSA Standard Porm 10 and FSA Standard
Form 5 was intended to achieve the same result can be seen from a comparison of FSA
Standard Form 5 and the “Prescribed Qualifying Undertaking™'®' also prescribed under
Chapter 5 of IPRU(INV): both of which are iv Annex D of IPRU(INY). Both documents

1

This is a mi-parnile undenaking berareen the Lender, the Borrower and the FSA under which the Lendar

undertakes w pay a Speeified Amcunt to the Barrower on demand from the FSA (which underaking

can Lhen be used to be taken into account when determtining Lhe Bomower's complisnce with ity FRR).
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were prescribed by the IMRO Rules, became part of IPRU{INY) and are prescribed forms

for the seme transaction. They provide as follows:

)} FS8A Standard Form 5 defines “Senior Creditors™ as “afl such persons who are {a}
unsubordinated creditors of the Borrower: or (b) subordinated creditors of the
Borrower other than those whose claims are expressed to rank and do rank, pari

passu with or jumior to the claims of the Lender hereunder”.

(2}  The “Prescribed Qualifying Undertaking™ delines “Senior Liabilities™ as “aff
Liabilities except all Liabilities in respect of any sums patd to the Principal under
the terms of this Undertaking and Excluded Lighilities”. This is materially the
same formulation of “Senior Liabilities™ that is used in FSA Standard Form 10.

/3 This again illustrates that the subordination language in FSA Standard Form 10 and FSA
Standard Form 5 was intended to achieve the same subordination outcomae.

84.  On 26 June 2004, Basel 1T was agreed by the members of the Basel Committee'®. Basel
Il retained the same definition of regulatory capital as that set oul in Basel I, but look
account of the definition of Tier 3 capilal as set out in the Basel Comminee’s
“Amendment {o the Capital Accord to Incorporate Market Risks’ dated January 1996 (as
amended). Paragraph 49(xiii) defined “Tier 3" capital as consisting of “shorr-term
subordinated debt [} for the sole purpose of meeting a proportion of the capital

requirements for market risks, subject to the following conditions™ .

85, Rasel Il was implemented by, amongst others, Directive 2006/48/EC on the taking up and
the pursuit of the business of credit inshtutions, and Dircetive 2006/d9%/EC on the capital
adequacy of investment firms and credit instirutions. Directive 2000/12/EC was amended
and recast by Directive 2006/48/EC.* Directive 93/6/CEC was repealed and replaced by
Directive 2006/49.1%

86. Whereas prior to 2006 the Lehman Group had been subject to a different regime from
credit institutions, the elTect of Directive 2006/4%EC was to bring the Lehman Group

102 [IW1/T227-63].
103 [JAV1/T2/56].
10 Recital 1 [IVI/T6/154] end Amcle 158 {I/V1T6/209].
108 Aricle 52 [WV1I/T7/371|.
33

under Directive 2006/48/EC, along with credit instilutions. Thus Recital 11 to Directive
2006/4%EC provides'™;

“Since investment firins face in respect of their troding book business the same risks as
credit institutions, it is appropriate for the pertinent provisions of Directive J006/48/EC
of the European Parfiament and of the Council of 14 June 2006 refating to the taking up

and pursuft of the business of credit instirutions (1) to apply equally to investment firms.”
87.  Directive 2006/48/EC Article 64(3) provides'":

Member Stares or the competen: authorities may include ... subordinated loan capitat
referred (o in fArticle 57¢h)] in own funds, if hinding agreements exist under which, in
the event of the bankruptcy or liquidation of the credit institution, they rank after the
claims of gl other creditors and are not to be repaid until all other debts outstanding at

the time have been seftfed,” (erphasis added)

[+
g

The core subordination requirement is in the same terms 25 that under Article 3603) of

Directive 2000/12. The regulatory subordinated loan capital was to rank afier the ¢laims

“af all other creditors”.

89, The deadline to implement Directive 2006/48/EC and Directive 2006/49/EC was 31
Decemnber 2006, '

K implementation: GENPRU

90, QOn 31 December 2004, the FSA introduced GENPRU which sct out the capitel adequacy
requirements applicable to the Lehman Group from that date until the date of the
administration in September 2008. Tt gave effect to, among others, Dircctive 2006/48/EC
and Directive 2006/49/EC.

91.  The LBHI2 Sub-Notes were the only instrument for current purposes entercd into afier 31
December 2006, the dete on which the new GENPRU regime came into elfect.

92, As regards GENPRU, David Richards J said at [42] of the Waterfall | {firsl inslance)

judgment that: “Based on Bosel I and the relevant Directives, three tiers of vapitad were

E

[JVI/TT/355].
e [J¥1T6181].
o8 See Anicle 157 of Dircctive 2006M48/EC [IVI/T6/209] and Aricle 49 of Dircetive 2006/49%/EC
[V ITTII70).
4



93,

95.

specified, which a finn was required to identify separately in its regulatory capital
reporving to the FSA." GENPRU set oul the charecteristics required for instruments to {all
within each of the three tiers of capital,

Under GENPRU, Tier 2 capilal was divided into LT2 and Upper Tier 2 (“UT2") capital,
with the requirements for UT2 being more onerous. It appears to be agreed that the
subordinated debts in this casc are cither LT2 or Tier 3 debts for the purpases of
GENPRU, and none were UT2 instruments {(see PLC PP, at [51.4] [A/TH113]).

As far as the rcgulation of the Lehman Group was concerned, a major departure from
IPRIXTNY) Chapter 10 was that subordinated loans no longer had to be drawn up on
standard forms in order to qualify as Tier 2 or Tier 3 capital. Instead, GENPRU
prescribed a series of requirements in relation to Tier 2 and Tier 3, which capilal

instruments were required o sarisfy,
As to the requirements for Tier 2 capital instruments:

(1)  GENPRU 2.2.15%1) required that Tier 2 capital instruments must provide Lhat Lhe
claims of the Tier 2 creditors rank behind those of all unsubordinaled
creditors: (/) the claims of the creditors must rank behind those of alf
unsubordinated creditors”™'™. The expression “unsubordinated creditors™ bears
the same meaning as the words “ali the other creditors™ that was used in the

Direchives.

(2)  GENPRU 2.2,15%8) required that “the ferms of the capital instrutnent must be set

ol {T o written ayr thay contains termy that provide for the conditions set
out in (1) ro (™10,

1 GENPRU 2.2,159(12) provided that “the firm has obtained a properly reasoned
independent legal opinian from an appropriately gualified individual stating that
the requirements in (1) to (7} and (insofar ax it relates to whether the capital

instriument is.unsecured) (V) have been mer” ',

Im
"
i

[JV2ITI1/844).
[MVATi1/844].
[JVLTL1/844).
35

96.

97.

4 GENPRU 2.2.164 signalled an intentional shifl from the FSA’s previous policy of
requiring the use of standard forms''%:

"“The F84 is more concerned that the subordination provisions {isted in GENPRU

2.2.139 R should be effective than that they should folfow a particular form. The

FS4 does not. therefore, prescribe that the loon agreement or capital instrument

should be drawn up in a standard form.”

The shifl under GENPRU was based on a policy decision by the FSA, acknowledging the
development of the different rypes of Tier 2 and Tier 3 capital instruments. 1t provided
flexibility to Rrms to design their own documentstion, rather than being required to use a
prescriptive FSA Standard Form, provided the documentation was supported by a legal
opinion.'*

As regards Tier 3 capital, GENPRU required Lhe relevant instrament to meet the generl
requirements applicable to Tier 2, with the modifications set out in the table under
GENPRU 2.2.245"". The principal modifications involved amending references to the
“filh antiversary”™ in the Tier 2 provisions to the “second anniversary™ in respect of
maturity dales.

ESA Standard Forms post-GENPR

98.

99.

The introduction of GENPRLU reised the question as to what was to be done with all of
the subordinated debts drawn up on the standard forms prescribed by [PRUTNY).

Ms Sophie ITutcherson was the key point of conlact between Lhe Lehman Group and the

FSA at the material times. Her evidence is thatl:

D Many firms contacled the F5A to enquire whether existing loans documented
using F$SA Standard Form 10 would need to be redocumented. '’

2 A huge amount of time and money would have to be expended to re-write every

loan that used the slanderd form documentation, such that the FSA decided w0

12
m
14
115

IV 2 T1L/845].
Hutchersen 1, [20] [C/T6/73].
[IAV2T11/844].
Huicherson 1, [21] [C/T&73].
16
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101,

“grandfather” subordinated loens drawn up on FSA Standard Foom 10 {which
were GENPRU-compliant) through imo GENPRU,''®

)} The agreements previously executed on FSA Standamd Form 10 remained valid
end did nat need 1o be re-written, In addition, waivers that bed been pranted by the
FSA previously were also prandfatheray! wilh the introduction of GENPRU,"”

It necessarily follows from this that the FSA copsidered that the FSA Stardard Forms
gave effect to the specific requirements vnder GENPRU, Otherwise, it would have
required the FSA Standand Forms 1o be re-dmafted so as to comply with the new regime.

The regulatory shift from IPRUVINY) to GENPRU pravides key conteat to the LBHI2
Ranking Issue. The constuction question involves construing one instrumant deiwn up
on the stendard forms applicable under the old regime {FSA Standard Form 10), and ome
inalrument dmafted by external lawyers under the new approach pul in place by GENPRU
{and which contained a definition of “Senior Creditors™ Lhat was matecially similer as thai
in FSA Standard Form 5).

Relative Ranicng of LT? and Tier 3 Repulstory Capieal

102,

103,

105,

It is common ground between SLP3 and PLC ihat the LBHI2 Sub-Debt was LT2 capital,
alternatively Tier 3 capilal, and Lhe LBHIZ Sub-Notes were LT2'".

As set out above, there is no requirement or expectation under GENPRU that Tier 3
capital and LT2 cepilal need to rank differently. The principal dillerence was the
minimum original malurity and the pericd of notice for repayment (2 years for Tier 3 and
§ years for LT2).

Hawever. as a general rule, a4 2!l macernial times Ticr 3 and LT2 dated sebordinated debis
usually ranked pori pressu amongst (hemselves (and, by necessary inference, LT2 capilal
detit instrumenis ranked pari passu as between themselvas),

This is explained in various malerials {including Dasel working papers, as well as

textbooks in this area):'"

e
"
L

Hutcherson 1, [22] [C/T6/73].
Hutchersen 1, [22] [C/T6A3).
Scc PLC PP, (S1{4)] [A/T113),

106,

107

Post

108,

109,

) Basel Committee on Banking Supervision, Working Paper Number 12 (2003,
page 6): " Tier 3 deldt is rot amortised and it ranks pari passu with “fower Tier 27
debi”,

2) Managing Bank Risk: An Intcoduction to Credit Engineening (Glantz, 2003, page
403): “fFier 3 isf subordinated to senior, but pari paysu with lower Tier 2

instruments™.

[E)] Investing in Corporate Honds and Credit Risk (Hapensigin, Memtz and Seifert,
2004, page L69): “Tier 3 debr can exclusively support market risk in the trading
book, It ranks pari passu with Lower Tier 2 and is dated with a minimum

maturity of 2 years”,

Murgover, a conlemporanecus client briefing paper by A&O entitled *‘Regulatory

Capital” dated November 2008 stated at page 4: “Tier 3 ranks pari passu with Lower Tier
o 120

Accordingly, the general position is that Tier 3 and LT2 dawd subordinated debts will

rank parf passk as belween themsclves.

EMPRLT an

The regulatory regime continues to evalve. The EU has recently introduced a new class of
subordinated senior debt in the hierarchy of creditors, which ranks above own funds
instruments and subordinated liabilities that do not yualify as “own funds”, but below

other general creditors.

In this regard the Financial Stability Board's'"! *Total Loss-Absorbing Capacity {TLAC)
Term Sheet’ now requires global syswemically important barks to meet a new requirement

for Minimum External Towl Loss-Absorbing Capacity (Minimum TLAC). This is

114

134

m

LBHLSLPY initisily indicated that they may seek o rely vpon expert evidence of market practice to
make this point good. This suggestion was opposed in conespondence by PLC in its letter daled 7 May
2019 |HAS59] on the basis that such evidence wes not relevanl or oecessary for the purpose of
determining the LBHI2 Application or the PLC Application. However, the main point i.e. that LT2 and
Tier 3 capital rank pori pussw as a general rule is apparent from open source materials,

Page 5 of the briefing papet provided conlact details for Mr Miller, who was invalved in drafiing both
the PLC Sub-Notes and the LBHI2 Sub-Notes,

The Financial Stability Board is an inlernational body thet monitors and mekes mecommendations sbout
the global financial system. Tt was established afeer the G20 Londen semmit in April 2009 as a
successor to the Financial Stability Forum,

k1]



110

111,

(4)

112,

113

114

intended as “an additional requirement o minimum reguiatory capital requiremenis™

already st out in Eurcpean law (page 11).'2

The -TLAC" standards were in part implemented in the EU by Directive EU
20172399, which introduced a new layer of non-preferred senior subordinated debt. [n

telation o this:

(N Recital 10 provides that “this Directive should.. require Member States to create
a new class of non-preferred senior debt that should rank in insolvency above
own funds instruments and subordinated liabilities that do rmot qualify as own

Junds instriuments, but befow other senior labilities™.

2) Recital 12 provides thal “Member States should alvo ensure that the new non-
preferved semior olass of debt instruments hus a higher priority ranking than the
priority rapiing of own funds instruments and the priority ranking of any

subordinated liabilities that do not qualify as own funds.™”

The eilect of this new regime is that some “TLAC” would be teated as a form of
subordinated senior debt [or these purposes and would, accordingly, sit between general

creditors and subordinated “owm funds™ (whether as a result of statute or contract),
Principles of Contractual Interpretation

It is a nolable feature of this case that the parties contending for constructions orher than
the Pari Passu Construction adopt dizmetrically opposile approaches to 1he interpretation

of the relevant instruments.

Oni the one hand, GP1 (the PLC Ranking Issue) and PLC (the LBHI2 Ranking Issue) rely
on a narrow textual approach which appears to verge on positing that the instruments in

question should be inlerpreted in a vacuum.

On the ather, in relation to bath the PLC Ranking lssue and the LBHI2 Ranking [ssue,
Deutsche Bank adopts a broad purposive approach which segks to impute certain

commercial “mcentives™ to the Lehman Growp which purpertedly motivaled it to ensure

113

See the TLAC “Term Sheer™, dared 9 November 2015,
This was implemented in this jurisdiction by The Banks and Building Societes (Priority on Insolvency
Order} 2018,

39

L15.

that the CCAPS (of which Deutsche Bank 13 the largest holder) be paid in priority, with

an impact at each level of lhe capital structurs.

Neither approach is correct.

Starting Peint: Objective Meaning

116,

17

Fa

118.

The applicable principles have been stated and restated many times by the House of
Lords/Supreme Court in recent years (Inv mpensation Scheme v West Bromwich
Building Society [1998] 1 Wi.R £96; Chartbrook v Pemsimmon [2009] 1 AC 1173; Re
Sigma Finance Corp [2009] UKSC 2; Rainy Sky v Kookmin Bank [2011] | WLR 2900;
Amold v Britton [2015] AC 1619, Wood v Capia Insurance Servicss [2017] AC 1173).
Most reeently, the Supreme Court said in Wood v Capita Insuranec Services at [10]:

“The couri's task is ta ascertain the ohjective meaning af the language which the parties
have chosen lo express theiy agreememt. It has long been accepted that this is rot a
{iteralist exercise forused solely on o parsing of the wording of the particular clause bu
that the court must consider the contract as a whole and, depending on the nasure,
Jormality and quality of drafiing of the contract, give more or less weight o elements of

the wider context in reaching its view as to that obfective megning ".'**

The courl must consider the languape nsed and ascerlain what a reasonabie person, that is
a person with all the background knowledge which would reasonably have been available
to the parties in the situation they were in at the time of the contract, would have
understood the partics fo have meant'>®, If there arc wo possible cutcomes, the court is
entitled to prefer the construction which is consistent with business common sense and to
reject ihe other.)® The preater the ambiguity, the more persuasive may be an argument
based on 1he apparently greater degree of common sense of one version over the other
(LB Re Financing No 3 Ltd v Excalibur Funding No 1 Ple [2011) EWHC 2111 (Ch), at
(48]).

The courts will look at all the circurnstances surrounding the making of the contragt and

available to the parties which would assist in determining how the language of the

114
118

Per Lord Hodpe, with whom Lord Neuberger, Lord Mance, Lord Clacrke and Lord Sumption ull agreed.
Lukeil Asis Pecific Pie Led v Ocean Tunkers (P1e} Lul [20018] EWHC 163 (Comm), per Popplewel] 1.
See Chitty on Contracts (33 edition), st 13-077.
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118

120

121.

122,

123,

document would have been understood to a reasonable person {Chitty on Conmects, 33
edition, 13-049).

Crucially, " Textualism and contextualism are not conflicting paradigms in a battle for
exclusive occupation of the field of contractual interpretation” (Wood v Capita, at [13]).
The balance between fextualism and contextualism will vary according 1o the
circumstances of the case. Howcever, the textual approach is never sbsolute or

exclusionary, and the case law has established the following principles.

Firsi, the slarting paoint is that “contracts are not made in a vacuum. there s always a
setting in which they have to be placed” (emphasis added) (Rgardon Smith Linc Ltd v
Yvgar Hansen-Tanpen [1976] 1 WLR 989, 995 per Lord Wilberforce)'?™: it is not comect
(even in Lhe case of “tradeable instruments”, see al [129] to [139] below} that the

contractua) lenguage can be construed without pultmg it in its setling,

Second. as regards the scope of the fachual matrix, the starting point is that this includes
absolutely anything which would have alfTeeted the way in which the language of the
document would have been understood by 2 reasonable man (but is limited by the rule

that it should have been reasonably available to the partics).'™

Third, the evidence of the iactyal matrix ¢an include evidence of the ‘genesis’ and
objectively the ‘aim’ of the transaction {Prenn ¥ Simmons [1971] 1 WLR 1381, per Lerd
Wilberiorce). Given that lhe Counl should know the commercial purpese of the conrract
in question, evidence of the genesis and objectively the aim of the wansaction is
admissible.!?” This also presupposcs knowledge of the background, the context and the

market in which the pamies are operating.

Fourl, in construing a document, *‘the court is entitled (ond, indeed, bound) to enquire
beyond the language of the document and see what the circumstances were with reference

to which words were used, and the object appearing from those circumsiances which the

[k

128

Reardon Seith Line Lid v Yvpar Hansen-Tangen [1976] I WLR 983, 995 See also Canmer
ati Tng v i A iali e [2005] EWHC 16

{Comm), [20053] 2 Lloyd's Rep 49 at [22] per Gloster 1.

Investors Compensation Scheme Led v West Bromwich Building Society [1998] 1 WLR 896, 912-913,

with this proposition specifically approved in Wood v Capita Insurgpee Sepviges st [10].

Reandon Smith Line Ltd v Yvgar Hansen-Tangen [1976] | WLR 989, 995, Crema v Cenkos Securities

ple [2010] EWCA Civ 1444 m [43].

4]

124,

person using them had in view™." [n other words, an instruraent should be construed

consistently with its purpose os objectively identified!®';

(1} In Waterfall | the Supreme Coun expressly relied at [64] on the purpose of FSA
Standard Form 10 in order to resolve the ranking issue in that case:

“Looktng at the ivsue from a broader. purposive, perspective, the conclusion that
both stawufory interest and non-provable fiabilities have privrity over the
subordinated debt seems jv me to accord both with the eponymous nature of the
subordinated debt, and with what a reasonable reader would expect from the
general thrust of the terms of the Loan Agrevments. The purpose of the parties to
those agreements was to ensure that all those with claims on LBIE wonld have
priorily over the holders of the subordinoted debt. In summary terms, the
perceptior of the reasonable reeder would be that the kolders of the
subordinated debt were to be at the end of the queue - and, in the event of an
insolvency, at the bottom of the waterfall " femphasis added).

ps) In Re Sigma Finange Corp [2009] UKSC 2 {which is addressed [urther below),
Lord Coilins said: “fn complex documents of the kind in issue there ore bound to
be ambiguities, infelicities and inconsistencies. An over-literal imterpravation of
one provision without regard to the whole may distart or frustrate the

commercial purpose” (emphasis added).

(3y  In Sirins Intgrnational [nsurane 1) v FAI Geoeral Insurance Lid [2004] 1
WLR 3251 2t [19] Lord Steyn'™ noted that the tendency of Lhe law “showuld
therefore gemerally speaking be aguinst literalism”. Al [20], his Lordship
considered the surrounding circumstances and considered “that the partics had
two major immediale objectives™ before proceeding 10 construe the agreements in

light of them.

iflh, the Court shouid bc wary, when interpreting a complex st of commercial

documents, of focusing too namrowly on a single phrase, bt rather should look at such

phrases in the commercial landscape of the instrument as a whole. Thus the proper

m
132

Chiuty on Coniracts (33" edition), 13-050 and the authorities a1 the foolnote therelo,

See Reardon Smith Ling Ltd v Yvgar Elansen-Tangen (1976] 1 WLR 989, 996.

See also Lord Steyn in Mannai Invesment Co Ltd v Eagle Stor Life Assurance Co Lud (1997) AC 749,
768, where he said that it was “important ol to lose sight of the purpase af a notice under the break
elause. It serves one purpose only: to inform the landlord thet the temant has decided to determine the
{ease fn aocordance with the right reserved.”
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126,

unitary exercise involves an iterative process by which each suggested interpreation is
checked against the provisions of the contract and its commercial consequences are

investigated,'*?

Sixth, the background reasonably available to the parties may include precedents used in

134

previous transactions.”” Where there are provisions in a professionally drawn confract

which lack clarity, the Count may be particularly helped by considering the purpose of
similar previsions in contracts of the same rype (Wood v Capita Insurance Services at
[13]). In Static Control Components (Eurgpe) Ltd v Egan [2004] 2 Lloyd's Rep 429 at
435, Arden LJ considered the admissible background evidence to include a previous

guarantee, concluding that the reasonable person “wowld draw the conclusion that the
previous guarantee might kave been used simply because it was o convenient precedent™,
Similarly, “where parties have used fangwage which means one thing in a contract to

which they were parties, omd they use the same langudge in another, it is likely that it wil

have the same meaning” (Shell UK Lid v Towal UK Lid [2016] 3 All ER 793 at [16] per

Seventh, in construing contracts incorporating standard forms, the Court shoutd adopt a
uniferm approach “that seeks to respect the parties’ choice, to understand the
commercial context, and to provide certainty and consistency in matters of business™
(G350 Credit-A Pariners LP v Barclays Bank Plc GSO Credit-—A Partners LP v Barclays
Bank Ple [2016] EWHC 146 {Comm) at [27] per Knowles J), relying on'** Lord
Diplock’s words in Pioneer Shipping Lid v BTP Tioxide Lid (“The Nema™} [1982] AC
724,737

.. s in the interests alike of justice and of the conduct of commercial transactions that
those standard terms should be construed ... as giving rise to similar legal rights and
abligations in ail {coses] in which the events fthat] have given rise to the dispute do nat
differ from one another in some relevant respect. it is only if parties to commercial
contructs can rely upon a unifarm commercial construction being given to standard terms
thot they can prudenily incorporate them in their contracts without the need for detoiled

wegnliation or discussion .7,

133

135

Wood v Capita Insurance Services ai [12]: Amold v Britton &1 [77]. Re Sigma at [12].
Boge v Raper | LT.EL.R. 267 per Millenn L), who hed repard to a ¢lause “efearly raken directly or
indirectly from a precedent book™ (page 279).
At [26].
43

127,

Eightb, the regulatory comtexi plainly forms part of the relevent background to the
subordinaled debts in question, forming pant of (he legal environment in which the parties

concluded their contracts;'*®

(1} This was specifically confirmed in Waterfall [ (first instance) in relation to debts
drawn up on FSA Sundard Formy 10. David Richards I's starting poinl was the
reguiatory background, both at an intemational lewel and at a national level
(“Before addressing these issues directly. [ will set out the circumstances in which
the subordinated loon debt was created. the regudaiory background against which
it was created and its material termis™ at [26]). Laler on, his Lordship contirmed
at [60] that:

“In appraaching the issues of construction of the subordinated Jacility
agreements, it is clearly right to have regard ta their reguiatary context”

{emphasis added).

(2} In BNY Mellen Comporate Trustee [2016] UKSC 29 at [33], in the comext of
instruments which were intended to be broadly traded, Lord Neuberger held that
FSA regulatory material could be taken into account, on the assumption that cven

not necessarily sophisticaled purchasers may have received advice from advisors

prior to purchase:

“In the present case, the Trust Dead, and in particular those parts of clauses 7, 8
and 19 of the T&Cs which fall io be construed. canrot be understand unless one
hos some appreciation af the regulatory policy vf the FSA at and before the time
that the ECNs were issued... Accordimply, I comsider that at least the general
thrust and effect of the FSA regulatory material published in 2008 and 2009
can be taken into account when interpreting the TECs. That would alvo accord
with good sense: while the individua! purchasers of the ECNs may not by any
means all have been saphisticated investars, it Is appropriaie to assume that most
of them wauld have had advice from reasonably sophisticated and informed
advisers before they purchased such moderately compler financial producis.”
{emphasis added).

136

See Chitty on Coniracts (33" edition) at 1-001 on the distinction between “Jaws which create the legal
environmeni within which parties conclide their contract (which may broadly be termed market
regrlation) and Taws which refate specificelly to the conclusion of coniracts, their ternts, the relative
rights and ebligations which they create ond the remedies which arise an breach (contract faw in the
navrow and wsual senyel.”
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Aac

129,

130,

Minth, the pa:i passu principle iwelf forms part of the relevant background in which the
agresment is reached and will be borne in mind by the Court:

)} In Re Golden Key Lid [2009] EWCA Civ 636 at [6], Arden LJ said:

“Given its importance, the cancept of pari passy distribution can be taken fo be
part of the background to the issue of the CP that would have been known to the
parties ... The concept of pari passu distribution may also be a factor which

makes one interpretation mare plausible than another””.

(2} In Re Lehman Brothers [ntemational {Europe) [(2010] EWCA Civ 917 at [76]-
[77], in interpreting CASS7, the Courl of Appeal said that: * The principle of pari

passt distribution also forms part of the legal background which the court must

keep well in mind”,
tjable [ 1

PLC and (Pl both contend that the exlent to which the available background is
admissible in this case is limited because the PLC Sub-Notes and the LBHI2 Sub-Notes
arc lradeable sccuritics: see PLC PP, |19.1) [A/T7/99-100] (“very narrow factual
mairix”}, GP1 PP, [11] [A/TY159] (“that fact serves to limit the exteni of admissible
background™},

Both rely on Lord Collins in Re Sigma Finance Corp [2009] UKSC 2, where he said that:

“36. Sigma financed Jts investments over a 13-year period by debt securities issued or
guaranteed by [t If entered into lguidity focilities intended fo hedge against market
liguidity risks. It entered into financial instruments intended to hedge against currency
und interest rate risk. Others provided liquidity facilifes or enteved into financial
hedging insiruments. The security irust deed secures a variety of creditars, who hold

different instruments, issued at different times, and in different circumstances.

37 Corsequentlv this is not the type of case where the background or matrix of fact is or
ought to be relevant, except in the mast generalised way. [ do not consider therefore that
there [s much assistance to be derived from the principles of interpretation re-stated by
Lord Hoffmann in the familiar passage in Invesiors Compensation Scheme Lid v West
Bromwich Building Society......where a security document secures a mumber of creditors

who fave advanced funds over a long period it would be quite wrong to take account of

45

131.

132.

133,

134,

135.

13s.

circumstences which are not known to afl of them. In this iype of case it is the wording of

the instrument which is paramount”,

LBHI/SLP3’s position is that the starting point on the relevance of the facal matrix is
not Lo consider whether an instrument is cheoretically tradable but rather the natire of the

intended addressee of the instrument.

In the present case, the instruments were only addressed to inlernal entities forming part
of the Lehman Group, and it was never intended W wansfer them outside of the Lehman
Group: sce below at [204] to [205] (PLC Sub-Notes) and at [313] o [218] (LBHI2 Sub-
Notes). Accordingly, the factual mairix in this case is the knowiedge reagsonably available
to the centralised decision-makers within the Lehman Group, whe stuctured and

implemented the Lransactions.

Alternatively, if this is incorrect, and the instruments were addressed to the world at large,
the facmal matrix is the knowledge available to sophisticated institutional investors, who
would have been in a position to acquire the subordinated liabilities of another financial
firm, and who would have been familiar with the regulatory framewark (including the
FSA Standard Forms, and the operation of the relevant regulatory regimes).

PLC/GP] are incorrect in their narrow approach for at least the reasons set out below,
However, on azny view, the regulatory background o the subordinated instruments in
guestion as well as their commercial purpose was stated on their face and are, therefore,

parl of the background available to the reasonable reader.

First, bilateral contracts are ordinarily addressed to the panties alone, Thal is the case even

though thete is generally a possibility that any contract might be assigned. The possibility
of assignment does not impact the general principles of inlerpretation as set out above. In

Chartbrook v Persimmon Homes [2009] UKHL 38 at (40] Lord Holfmann said:

“Ordinarily, however, a controct is treated as addressed to the parties alone and an
assignee must either inguire as to any relevant background or take his chance on how

that might affect the meaning o court will give to the document ™,

Second, when it comes to certain types of documents, it will be necessary to identify the
relevant audience or addressee of the document, As Briggs J said in In LB Re Financin,
No 3 Ltd v Excalibur Funding No 1 Plc [2011] EWHC 2111 (Ch} at [43): “fdentification

af the relevant uudience is importent, because it serves lo identify the range of
46
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background jacts relevant to interpretation.” This is bmt an example of the approach that
the facrual malrix extends o the background materials reasonably available to the parties

(as set out above),

Third, in determining the relevant audience, the Court is entitled to have regard to the
evidence conceming the purpose of the instrument. The following two cases are

instructive in this regard.

(1} [n LB Re Financing No 3 Ltd v Excalibur Funding Nop 1 Ple itself {(on which PLC

also relies):

(a) The instrument being construed was a securitisation Trust Deed in respect

of owo scrics of notes.

(b) Briggs J considered at [42) that “fajlthough devised and initially put in
piace internally within the Lehman group, its fusction is 1o constitute and
define the terme of the Novtes, and the Clase A Notes fin particular) were
intended to be wsed by way af sale or (mare fikely) security for
borrowing, such that the relevant audience for present purposes musi be
ftaken to include entities considering buying or lending npon the security

of the Class A Notes” {emphasis added),

(c) As part of the background, prior to the group’s insolvency in late 200€, a
Lehman entity had “pledged the vast majority of the Class 4 Notes as
security to DBB. as part of the pool of eoffateral securing the bank's
Sunding to LBE™.

(d) Accordingly, in the circumstances of that case, it was appropriaic to limit
the backgreund to that reasonably available to entities considering buying

of lending upon the security of the Class A Notes.

(2} In Domimion Corporate Trustees Lid v Capmark Bank Eurcpe Ple [2010] EWHC
1605 (Ch), there was a ranking issue as between the tustees’ might to be

indemnilied in respect of expenditure under a trust deed creating the trust, and the
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bank's rights as charpee under 2 debenture.'”” David Richards J considered

arguments on the scope of the ndmissible malrix:

{a) The Trustees submitted that the priority issues should be approached by
reference to a wider ser of documents in place at the time the
arrangemenis were pul in place, as well as having regard to the purpose
for which the rust in question had been put in place.

(b David Richards J said;

“fifn circumstances where the facility agreement provides expressiy for
the assignment or syndication of the logn with its security, | wax
concerned whether all these factors, some of which involve knowledge of
quite specific fucts, could properly be brought imte vceount i the
construction of the debenture or in determining the existence of implied
terms when they would or might not be known to assignees or participants

in g syndication.”

{¢)  The judge noted”™ Lord Collins's comments in the Sigma case but
continued: “This is not one of those cases”, noting that: “The loan was
relatively short-term and if there had been any assignment or syndication.
which there was rot, basic enguiries would have disclosed the interest of

the bank's group in Glenmac and hence in Cantabria ”

For the reasons set out below, it s plain that the theoretically radeable instuments in this
case (the PLC Sub-Notes and the LBHI2 Sub-Notes} would not and (likely) could not
have been traded out of the Lehman Group.'* They were imemal subordinated debr pnt
in place on the basis of detailed tax and shucturing advice: they formed part of the
rcgulatory capital structure of the Lehman Group. It was ot reasonably forcsceable that
any third-party transferes outside of the Lehman Group would need to consmue the
relevant documents {Chermy Tree Investment Lid v Landmain [2012] EWCA Civ 736, at
[128], citing Phoenix Commercial Enterprises v City of Canada Bay Council |2010]

NWSCA 64). Accordingly, it necessarily follows that the relevant audience for these

instniments was the Lehman Group ilself— and no-one else.

At[6].

At[29].

See below at [204] — [205] (PLC Sub-Noses) and at [313] —[316] {LBHT2 Sub-Notes).
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139, Further and in any event, even if LBHI/SLP3 are wrong about the applicable scope of the
relevant matrix in this case, it simply does not follow (as PLC and GPL appear to suggest)
that even where a document is concluded to have been addressed to a wide audience, the
factual matox is automatically inadmissible or rendered inclevant:

(13} The question as to the weight 10 be attributed to surrounding documents is a
highty fact itive onc. In BNY Mgellon [2016] UKSC 29 at (30], a case
involving an issnance of securities which were acquired by private individuals,
while considering that “considerable circumspection Is appropriate” m respect of
other documents construing the Trust Deed in that case, the stanting point was
nevertheless as follows: “fwikat, if any, weight is to be given to what was said in
other dacuments, which were available at the time when the contract cancerned
was mede or when the Truyt Deed in question took effect, must be highly
dependent on the facis of the particular case”.

(2} Even where a doccment is addressed to a wide acdience and, on the evidence, is

“not the type of case where the background or matrix of fact is or ought to be
relevant, except in the most generalised way™™ it is still plainly the case that the
Court should have regard to the commercial purpose, and is not limited {as PL.C
suggests) to deducing it from the face of the instrument:
“the instrunient must be interpreted as a whole in the light of the commercial
intention which may be inferred from rhe face of the instrument and from the
nature of the debtor’s business. Detailed tic analysis musi give way to
business common sense” !

G. THE PLC RANKING ISSUE

140, The partics' respective posilions on this issuc are sct out as follows:

(1} LBHI: Joint PP, [9)16) |A/T5/58-66]; Reply PP, [13]-[30] |A/T10/179-190].

(2) GP1 PP; [8]-[75) [A/T9/158-174).

(3} DB PP: |34]-[52] |A/T8/141-145).

[41.  In summary:

- Sigmyp at [37).

1 Thid.

q9

(1"  The opemative suberdinstion prmvisions under the PLC Sub-Debt and the PLC
Suh-Notes are materially the same, This is because they are either dmawn up or
hased on FSA Standard Form 10, The purpose of the stundard forms was 10
implement the relevant EU Direclives, the requirement of which was for
subordinaied loan capilal 1o be eubordinaied o the claims of “alf other creditors™
in an insolvency. The PLC Sub-Notes were intended to conform Lo the wording of

FSA Stenderd Form 10.

(2)  The broad drfting of both seis of iostruments envisaged subordination to off of
PLC's “Senior Liabilities”, These included unsubordinated creditors and could
also include {to the extent that debrs in this category already existed or were ever
crested in the future) subordioated senior creditors,

» On a proper consttuction the PLC Sub-Debt and the PLC Sub-Notes are
subordinated to the same “Senior Liabilities”, which on the lacts of [his case an:
the unsubordinated crediiors {including claims I statutory interest and non-
provable Dabilides) and they renk parf passy.

L)) Consisient with this conclusion, and wilh the thousands of documents reviewed as
part of the disclosure exercise n the case, there was no commercial or regulalory
rationale for subordinatiog the PLC Sub-Debt to the PLC Sub-Noles ar vice versa
and such subordinatien formed no part of the purpose of the transactions pursuant

to which the instruments were created.

PLC Sub-Debt: Background

142.

143,

PLC is an English incorparaled comypany within the Lehman Group (Bruce 3, [13]-[20]
[A/T4/26-27]). It has been in admioistration since |5 Seplember 2008, and the
administration hes recently been extended until November 2020. In the lalter years ol the
Lebman Group's operations, PLC's role wins principally as ap intermediste holding
campany. I1 did not trade. 1t was instead involved in cemain of (he arrangermants by which
the Lehman Group financed its affairs, involving both the borrowing and lending of
money to other group eptilies.

PLC is in a distribucnpg administration. As st 13 September 2018 PLC had already
declered and peid an aggrepste inlerim dividend of 87.63% to s umsecured,
ungubordinated eroditors, and had further admiited bul unpaid unsecured. unsubordinated

S0



145.

146

147.

liabilities of £317 million, and accrued bul unpaid statutory interest of £750 million
(Bruce 3, [21]-[22] [A/T4/27)). On 15 March 2019 it declered and paid a fifih intenim
dividend of 12.37 pence in the £, plus a share of statutory interest {roughly 2.5% of the

claim value), to all unsccured, unsubordinated creditors.

In 2004 and 2005, PLC, as borrower, entered inw three subondinated debt agreements
with Lehman Brothers UK Holdings Limited ("LBUKH™). Thesc were drawn up on FSA
Standard Form 10 (Hutcherson 1, [33]-[42] |C/T&/75-77]). Ms Hutcherson was involved

in all three issnances.

The PLC Sub-Debt formed part of a regulatory chain which Mowed down from LBHI, the
US parent company, to LBIE, the regulated entity. LBIE borrowed on a subordinated
basis from PLC. which in um bomowed from LBUKH on a subordinated basis through
the PLC Sub-Debt. LBUKH borrowed on a subordinated basis from Lehman Brothers
Luxembourg Investments S.A.R.L (*LBLIS"), which in um borrowed on a subordinated
basis from Lehman Brothers UK Delaware [ne (“LBDI”). Finally, LBDI1 borrowed from
LBHI (Hutcherson 1, [34] |C/T&75]). The funds used to finance the PLC Sub=Debt were
ultimately derived from a mixrure of debt and equiry issued by LBHI to the public

markets.

The catalyst for the first two ranches of the PLC Sub-Debt on 30 July 2004 appears to
have becn the need to refinance and replace pre-existing facilities which were
“approdching the end of their economical (sic) Iife™". This refinancing was achieved by
execuling agreemenls “throughaut the chain™ of Lebman entilies referred to above. The
first twa tranches were drawn up on the same Long Term Subordinated Loan Agrecments
on FSA Standard Form 10.1. Similar agreemencs drawn up on FSA Standard Form 10
were used throughout the regulatory chain. The FSA was updaied at each stage of the
process (Hutcherson 1, [36]-38] [C/T6/76]).

The third tranche of the PLC Sub-Debt was issued to meet additional subordinated debt
requirements for 2005-6. This was a shori-term facility. Given that the Lehman Group
had become subject to consolidated supervision by October 2005, FSA Slandard Form
10,7 agreement was used {(as opposed 1o Form 10.1) (Hutcherson 1, [39]-[41] [C/T&/76-
Ty Again, the same agreements were entered doewn the chain of companies, and the

FSA was kept fully appraised of the new issuance,

See the email exchange of 19 July 2004 to this effect [F/V1/26).
5

PLC Sub-Debt: Terms

148.

149,

150.

Pa

151.

A$ set out above, the PLC Sub-Debt'** was crcated on FSA Standard Fortn 10. Schedule
2 to the forms contained standard terms, which included the operative subordination

provisions. Schedule | contained variable commercial terms.

It is plain om the face of FSA Standard Form 10 that the forms were intended to reflect a
repulatory purpose. For instance, Paragraph 1(2) of Schedule 2 provided that “day
reference to any rules of the FSA is q reference o them as in force from time to time”.
Furlher, the term “Financial Rules” was defined o mean “the rufes in IPRUINY) 10 in
the F5A handbook ™.

Paragraph 1(1) of FSA Siandard Form |0 contains a number of definitions. “Financial
Resources Requirement™ is defined as having the meaning given to it in the FSA
Handbook. “Insolvency” is defined to mean and include liquidation, administration and

other similar procedures.

nt Condition

Paragraph 5(1) provides:

“Norwithstanding the provisions of paragraph 4. the rights of fPLC} in respect of the
Subordinated Liabiliies are subordinated to the Senior Liabilities and accordingly
payment of ary amount (whether principal, interest or otherwise) of the Subordinared

Liabilities is condifional upon —

{a) (if an order has not been made or an effective resolution passed for the Insolvency'®
of {PLC} .} [PLC} being in compliance with not less than [100%/120%]'% of its
Financial Resources Regvirement inunediately afier payment by [PLC] and accordingly
o such amount which would otherwise faif due for payment shall be papable except io

the extent that —

(i} paragroph 4(3) has been complied with, and

143

145

Sec [E/T6/81-03]; [E/TT/94=106]; and [E/TB/107-123].
“Inselvency” is defined by to mean and include “figuidation, winding up. bankruplcy. sequesiration,
adwministration, rehabilitation and dissolution.. or the equivalent in any other junisdiction to which
fPLCT may be subject”.
See [E/T6/89]; [E/T/102]; and [ESTS/118]),
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152

153.

(i) {PLC} could make such payment and still be in compliance with such Financial

Resonrces Requirement;...”

Where no insolvency process for PLC has begun, the payment condition in Paragraph
S5(1Ha) must be satisfied. Outside of an “Insolvency”, payment of any amount of the
“Subordinated Liabilities” is conditional upon PLC being in compliance with the relevant

percentage of its Financial Resources Requirement. '*

Whether or not an insolvency process has begun, the payment condition in Condition
5(1Kb) must bc satisfied. Paragraph 5(1)Xb) provides that payment of any amount

(whether principal, interest or otherwise) is also conditional upon:

fPLC] being "solvent” ar the tine of, and immediately afier, the payment by {PLCY and
accordingly mo suck amount which would otkerwise fall due for payment shall be
payable except fo the extenmt that [PLC] could make such pavment and sill be

“solvent™." (emphasis added).

lvency Requirerment

154,

Condition 5(2)"*" provides that PLC is “sufvenr” if it is able 1o pay ils “Liabilities™ other
than its “Subordinated Liabilities” in Full, disregarding (a) obligations which are not
payable or capable of being established or determined in PLC's insolvency; and {b) the
“Excluded Liabilities”. [n short, payment of any amount of the “Subordinated Liabilities"
is conditional on PLC’s ability to pay its “*Senior Liabilities™ in full,

The relevent terms are defined as follows: '

(13 “Liabilities” ere defined to mean “a¥f present and future sums, labilities and
obligations payable or owing by the Borrower fwhether aclual or contingent.

Jointly o severally or otherwise howsoever)”.

(2} “Senior Liabilities™ are defined to mean “ali Liabilities excepr the Suburdinated
Liabilities and Excluded Liabilities™.

The same condition under the third PLC Sub-Debt Agreement provides that payment of any amount of
the Subordinated Liabilities is conditional upan PLC beisg in compliance with not less then 1009 of
its Financiel Resources Requirement,
See [E/TE/0]: [E/T/103): end [ESTR/119]).
See (|[EfT6/AE]; [ESTH101]; and [ET/114]).
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156,

157,

» “Subordinated Liabilities™ are delined to mean “aff Lighilities to the Lender in
respect of fthe Loan or] each Advance made under thiy Agreement and all

interest payable thereon.”

(4 “Excluded Liabilities™** are defined to mean “Ligbifities which are expressed io
be and, in the opinion of the Insolvency Officer of the Borrower, dp, rank junior

to the Subordinated Liabilities in any Insolvency of the Bormwer”.

The “Senior Liabilities” are all “Liabikities” other than “Subondinated Liabilities” and
“Excluded Liabilitics”. This broedly drafied definifion includes unsubordinacd
“Liabilities”, but would include (to the extent that such a category ever existed)
subordinated “Liabilities” that are not expressed to rank nor do rank gither parf passic or
junior to the “Subordinated Liabilities™.

Paragraph 6(e) of FSA Standard Form 10 provides that the Borrower shall not without the
written consent of the FSA “take or amit to take any action whereby the subordination of
the Subordinated Liabiliies or any part thereaf to the Senior Liabifities might be
terminated impaired or adversely affected.” Paragraph 7(2) is in materially the same

terms but applics to the Lender.

PLC Sub-Notes: Background

158.

159%.

160.

As with the PLC Sub-Debt, the primary commercial purpose of the PLC Sub-Notes was
to qualify as regulatory capital (whilst also obtaining a mx benefit).,

PLC issued four series of subordinated notes o Lehman Brothers UK Capilal Funding
LP, i.chman Rrothers UK Capital Funding 1T IP and T.chman Brothers UK Capilal
Funding I1I LT {"“the Partmerships™) on 29 March 2005, 19 September 2003, 26 October
2005 and 20 February 2006, each with a 30-year maturity date.

In turn, each Partnership issued perpetual preferred securities (known as “ECAPS”} to
external investors. The ECAPS were Tier 1 capital. The Pammerships applicd the funds
from the issue of the ECAPS in certain “Eligible Investments™, so that the funds raised by

In Waterfal] I, et [75], David Richards J said that “It seems to me that the obwious purpese of the
exclusion of such [Excluded] Liabilities is to coter for the sitwation in which a Borrower issues further
debl on terms that it iz expressed fo rank junior Io the subordinated liabilities created by these
subordinared debt agr ts. I {5, and was at the date of these agreements, o recl possibility that a
Borrower might wish to issve such debr and the purpose of this provision is simply fo ensure that such
Junior subordination is effective”,
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lel,

i62,

163,

the Partnerships were predominantly used 1o purchase the PLC Sub-Motes (Hutcherson 1,
[43] [C/T&T-T8); Miller 1, [17] [C/T1/4-5]). Interest payeble to the Parmerships was in
turn to be wied 10 make disribulions to the ECAPS Holders in respect of the ECAPS
(Miller 1, [17] [C/T1/4-5]).

The three relevant Partnerships'® were (Miller 1, [15) [C/T1/4]):

n LP 1, which issued €225,000,000 Fixed Rate to CMS-Linked ECAPS by way of u
prospectus dated 29 March 2005'%

(2) LP il, which initally issusd €200,000,000 Fixed Rate ECAPS by way of a
prospectuy dated 30 August 2005 and a further £50,000,000 Fixed Rale ECAPS
by way of Final Terms dated 26 October 20052,

{3y  LP I, which {ssued €500,000,000 of Fixed/Floating Rate ECAPS by way of 1
prospectus datad 20 February 200615,

A common enlity acted Ay @ “Genern] Partner” in respext of each Parwership, That entity
was an English incorporated compaay i.e. GPl. GPl was stuck off the Companies
Register on 20 June 2010, and then restored and wound up pursuzm to a “‘doubie-
barrelled order” on 28 February 2017 (Bruce 3, [67] [A/T427]).

The structure was a more &x efflicient way of reising regulatory capiral than LBHI issning
perpetual preference shares (Huchersan 1, [44] [C/T8/78]).

Waiver Applicetions

Log,

165,

To secure the Lax benelit, the PLC Sub-Notes needed o be in Now/Band fonn, and
therefore could not be drawn up on FSA Standard Form 10,

This meant thai, for the PLC Sub-Notes to qualify as regulatory caphal, the Lehmun
Group hed 10 muke waiver applications to the FSA, This wes necessary where a firm
wanted o include subordinaled debt as part of its regulatory capital, but the instumoen

131
132
133

Two other Parinerships, Lehman Brothers UK Cepital Funding IV LP {“LP IV™) and Lehmun Brothers
UK Capiml Funding ¥ LP ("LP V™) issued two other series of ECAPS. However, they are nm relevant
for current purposes {Miller 1, [L&] [C/TL/S]).

[E/T10/147-200].

[E/T11/201.294).

JE/T15365-455].

o
A

166.

167,

168.

163,

was not on FSA Standard Form 10 (Huicherson 1, [46] [C/T6/78]; Miller 1. [22]-[28]
[C/T1/6-T]).

To this end, on 23 March 2005'*!, Mr Dave Rushton {of the Treasury depariment) sent an
internal email which indicated that:

(1} The approval of the FSA “will be needed if f[PLC] is to issue Subordinated Debt

in Bond format and this is to be recagnised for regulatory capital purposes.”

2 A& should be instructed as extermal counsel to provide an explanation of the
proposed suucture “which they have already put in place with another FSA
regulated competitor.”

(3} A&O had previousty obtained recognition “for @ similar deal for Coliins Stewart

and do not anticipate any material issues ™

(4} The subordinated debt agreement *“is internal to Lehman (between [PLC] and

{GP1]) and does not feature in any external documeni”.

The Lehman Group submitied a waiver application (“the Waiver Application’)'™ in
April 2005 in tespect of IPRU(INY) Rule 10=63(2) i.¢. a waiver from the requiretnent for
the subordinated debt io be on FSA Standard Form 10.

The Waiver Application was submitied to the FSA via email by Mr Paclo Tonucci on 28
April 2005'%, including: (a) a cover letter and the Waiver Application'¥, (b) a copy of
FSA Slandard Form 10.6 (with cross-references to the relevant terms in the PLC Sub-
Notes)**, (¢} a copy of a confirmatory opinion from A&Q'®, and (d) a covering email
which further ooted that:

“You had asked whether there was any precedent that we could point 10 and we kave been
advised by Allen & Overy that they successfully filed a simifar appflication for Collins

Stewart Tullett ple. This has been noted in the waiver application form.”

As regards [168] (a), above, the Waiver Application itself:

155
154
147
158

[FfV1/537-538].
Located at [F/V10/5907-5918].
[FfY2TT0].
[FIV10/5907-5918).
[F/V10/5T95-5807).
[F/V2IT66-T68].
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(2}

(3

Stated that the application related to IPRU{INY) Rules 10-63{2){a) and 10-
63(3).'%

Ticked the ‘yes® box in connection with the question “fs your upplication based
on a precedent ", [t also specified (he direction reference number in relation to the
precedent at question 17(a). In answer w the question “please explain why pou
think this precedent is relevant to vour application”, it suicd: “Refevant since in
the case of Celfins Stewart Tullett pic the framsaction was documented in a

band formar™ (emphasis added)'®!.

In its explanation, the Waiver Application specified that “f¢}he issue by fPLCf of
dared subardinated eurobonds will augment the regulatory capital resources of

the Lehman Brothers Holdings plc Group an a consolidated basis '

170.  In relation 1o paragraph [168] (b), above, the annowted copy of FSA Standard Form 1D
confirmed paragraph by paragraph the way in which the language of the PLC Sub-Notes
trecked the language of FSA Standard Form 10, and ¢xplained the mtionale behind any
differences in language:

) Next o definitions for “Liabilities™ and “Senior Liabilities”, the annotation stated:
“SEE CONDITION 1'%,

(2} MNext to the definition 1o “Subordinated Liabilities”, the annotation stated: “SE£
CONDITION | = DEFINITION ADJUSTED SLIGHTLY TO REFLECT BOND
FORMAT" '™,

(3} The annotations to Paragraph 5 of FSA Standard Form 10 simply referred the
FSA 10 Condition 3(a), 3(b), 3(c) and 3(I} of the PLC Sub-Notes. Next to certain
sub-paragraphs of Paragraph 3, it was said “NOT APPLICABLE FOR BEARER
BONDS«: IGS_

171.  In relation  paragraph | 168] (¢}, above, the A&Q confirmatery opinion said (see also
Miller 1, [23]-[24] [C/T1/6=7]) thar;

14l See at Page 4 [F/¥10/5910].

18l [F/W10/5911].

182 [F/W10/5912].

183 [F/W10/5802].

16 (E/V10/5802).

185 [F/W10/5804-5].
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172

173.

n

@

3}

The terms and conditions of the PLC Sub-Notes “gre materially identical to the
corresponding Standard Terms in the Financial Services Auwthority’s Form

10.6"% subject o specified differences,

As regards the medification of the term “Subordinated Liabilites”, “fw}e have
used this definition which better reflects borrowing in a bond, rather than o loan

Jormat.. M,

The terms and conditions of the PLC Sub-Notes “provide equivalenat
subordination to that in the FSA Standard Form and that each Note is similarly

and identically bound by the subordination requirements, "

In relation to paragraph [168] {d), above, the Collins Stewart issuance is relevant for the

follewing reagons:

(1

(2

The Collins Stewart notes (“the Collins Stewart Notes'™) were also subordinated

in Eurobond form,

Even on a cursory review, it is obvious that the Collins Stewart Notes were
structured in matenially the same way as the PLC Sub-Notes. Significantly, the
following appear to be materially identical,

{a) Under the Collins Stewart Notes, “Subordinated Liabilities™ were defined
as “afl Licbilities to the Noteholders in respect of the Notes and all other
Liabilitiey of the Issuer which rank vr are expressed to rank pari passu
with the MNotes” That is the same definition used in the PLC Sub-Notes
for the “Subordinated Eaabilities™.

()] Candition 3, the subordinztion provision, is bath m content and form the

same as the PLL Sub-Notes.

As stated in comespondence and the formal application with the FSA, the Cellins Stewart

precedent appears to have been relied on in order 1o secure the approval of the FSA 1o the

Waiver Application.

[F/V21766).
(FA721767).
[F/v2r768).
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174.

175,

176.

177,

178.

The FSA granted a formal waiver direction in respect of the first seres of the PLC Sub-
Notes on 26 May 2003 (“the Waiver Dircction™)'*. The Waiver Direction approved the
Waiver Application, with the covering letter staling; “The direction will be published in
full on the FSA ‘s website.” The Waiver Dircction was publicly availabie.

The specified rules under IPRU{INY) were disapplied with stated modifications:

n Pursuant to paragraph 3 of the Waiver Direction, Rule 10.63{2)(a) {i.c. the
requirement to use the FSA Standard Forms) was replaced with the wonls “if i is
drawn up in accordarice with the requirements set out ot the end of this rule I0-
$312) " continuing “and the text set out in the schedule to this direction is inserted

at the end of the rufe”™" .

(2)  The language inseried into Rule 10=63(2) included the new words:

“(A) the degree of subordination of the loan capital is no less than that provided

for b fnrm 15 8 171
Jorby form 14 8,

(3} The Schedule also inserted provision (E} which stated that “the loan documents
are im substance (if not in form) the same as form [0-6 except as set out in the
Jollowing table”. The permitted differences 1able in tumn stated: “"The definition of

‘Suberdinated Liabilities ' may be changed 1o reflect borrowirg in a bond ratker

than g loan.)™

Mr Miller's evidence in this regard is that 1he PLC Sub-Notes were drafled “to foffow the

wording in the FSA Standard Forms as closely as possible™ '™

It was significant that the FSA agreed to the waiver. As Ms Hutcherson notes, i the FSA
had disagreed then the capital adequacy ratios which the PLC Sub-Notes supported would
have been aftlected and tbe Lehman {raup would potentially have been in breach of

them.! T4

When cach of the two subsequent series of the PLC Sub-Notes were issved, the waiver

application to the FSA was on each oceasion materially in the same form, as were the

IEFVLTTT=T80].
[FFVLTTE.
[EFVLITRO).
[EFVLTRD].
Miller 1, [23] [CITLA6].
Hutcherson 1, [50] [C/T&TI.
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179.

subordination provisions of the notes. Thus, a similar process was repeated for the PLC
Sub-Notes issued to LP II and LP Il in order to ensure that they qualified as regulatory
capital. Moreover, the terms of the subsequent PLC Sub-Notes were materially the same

for each issuance, save that some were based on Form 10.6 and others Form 10.7.

The Waiver Directions issued by the FSA in respect of the subsequent two series were
matcrially the samc and were also publicly available, save that the Waiver Direction in

respect of the final series also slated in conneclion with the ‘permitted differences’ that

“ftihe definition of "Swbordinated Liabilities” may be changed only io the extent required

to reflect borrowing in a bond rather than a loan™'™ (emphasis added).

PLC Sub-Notes: ECAPS and the “Dividend Stopper”

180,

181,

182

183.

As set out abnve, in each case PLC issued a series of PLC Suh-Moles to the relevant
Parinership, and in rum the Partpership itself issued its own “ECAPS” securities 1o
investors. In each case there was an ECAPS offering circular that was separate to the

offering circuler which supported the PLC Sub-Notes {(Bruce 3, [68]-[69] [A/T4/37-38]).

The terms of the ECAPS prospectuses which were 1ssued to third party mvestors
contained a provision known as a “No Payment Notice™ and another known as a

“Dividend Stopper”.
The No Payment Notice is in Condition 2.4 of the ECAPS’ terms.'™ [t provides that:

“Further, notwithstanding the existence of such resources legally awailable for
distribution by the Issuer, the Holders will not be entitled 1o receive Distributions if the
General Partner has published a No Payment Notice in respect of such Distribution, in
which case there will be no payment due under the Preferred Securities. The Gencral
Partners will have the full discretion to publish the No Payment Notice in respect of anv

Distribution at any time and for any reason™.

The Dividend Stopper vnder the ECAPS is an underiaking given by LBIII and recorded
in Condition 2.6 of the ECAPS” terms.'™ It provides that:

178
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F3A"s Waiver Direetion dated 21 March 2006 [F/VY15T71].
See. e.g., [E/TI0/164]. This is Condition 2.5 of the ECAPS terms for LP 111 [E/T10/387].
Cendition 2.7 of the ECAPS rerms for LPTIT [EST10/388]. The Dividend Stopper is also explained in
the Sumnmary (at page &) and the Risk Factors section (page 14).
&0
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185,

186,

187,

“LBHI has undertaken that, in the event that any Distribution is not poid in full, it will
not: {a} declare or pay any dividend or its shares or common stack: or (b) repurchase or
redeem any of its non-cumulative preferred stock of common stock at its optian, until
£..F'7% such time as Distributions on the Preferred Securities have been paid in full for

ore year”.

These “Dividend Stoppers™ were a feature of certain types of capilal instruments and
were common in raising capilal for banks (Hutchersan i, [39] [C/T&/81=2]). Dividend
Stoppers were used where there was no legal obligation under the instruments to pay
interest ar coupobs. If the interest or coupon was not paid, then 2 Dividend Stopper wauld
prevent any dividend being paid on ordinary stock ar stock that ranked junior. In this
regard, the ECAPS were not the only instruments which affected LBHI's ability to pay
dividends in ccrlain circumslances. As of 2007, excluding the three scries of ECAPS,
there were at least @ instruments issued within the Lehmazn Group which contained
similar dividend stoppcrs.m It is unclear why the Lehman Group would prioritise the

ECAPS Dividend Siopper over ail the oiher dividend sioppers.

Ms Hutcherson presumed that the Dividend Stopper was put in place to cnsurc that
ratings agencies considered the ECAPS to be Lhe equivalent to perpetual non—cumulative
securities. She does not recall any conversation in the Lehman Group in relation to a
Dividend Stopper being a driver as to Lhe priorities of payments or ranking as between the
different subordinated debts (ibid, [60] [(C/T6/82]).

Contrasting evidence has been provided, on behalf of Deutsche Bank, by Mr Benjamin
Katz. Mr Kawz's cvidence is that from Januery 2005-Scptcmber 2008 he was the
managing director of the Structured Capilal Solutions Group within the Lehman Group
and, in this regard, had oversight of the teams who structured the ECAPS. Mr Katz also
states that be reported directly to the CFO of the Lehman Group, Erin Callan (Katz 1, [6]
[C/T5/63]. Mr O'Meara, the current CEO of LBHI (O"Meara 1, [6)-[9] [C/T10/133-
134])'*, points out that Ms Callan was not {as Mr Katz suggests) the CFO at the time the
ECAPS were issued {when he, Mr O'Meara, was in fact the CFO).

LBHI does not dispute the following factual propositions from Mr Kalz's evidence:

178
78

Additonsl wording is included in the ECAPS rarms for LP IIL

See the 2007 Hytmd lssusnce Plan at [F/VI0/5900].

LBHI sgrees with some aspects of Mr Kae's overview of the ECAPS wansaction: see Karz, 1 [7]-[L5].
61
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{13 The objective of issuing the ECAPS was to raise capital for the Lehman Group in
a manner that would provide LAHT with innovative Tier 1 equity for regululory
capital purposes and to provide up to 100% equity credit ar LBHI for miings
agencies’ purposes (at [8] |C/T5/64]).

{2}  From a UK perspeclive, by structuring the funding into PLC as a {oem of dabt, the
interest paymenis oo that debt would be z deductible expense for UK tax
purposes. The net effect was that a fomm of fundiag inm the Lehman Group thet
provided equity like benefits to LBHI also gave rige te 4 deductible expense for
UK tax parposes (al [9]-[10] |C/T5/64]).

(1) The gquity-like features included a right {and full discretion) for LBHI, throuph
its control of GPI, W cause a “No Payment Notice” to be publisked at any time
and for any reason, [ollowing which the holder were not entitled to receive
distributions based on Lhe coupen paymenis received by the LP Fom PLC (and
instead the coupon payments would be peid 10 an catity controlled by LBHI} {at
[13] [C/T5/65]).

The fallowing asserlions will be explored with Mr Kals in cross-examination:

{1}  In addition to the "No Payment Notice”, Mr Katz claims it wils imporant that the
ECAPS featured a “Dividend Stopper” that would prohibit LBHI from making
distritautions on its own stock if any scheduled ECAPS distribution was not peid
{at [15] [C/T5/65]).

(2) As a commercial matier, it would have been extremely damaging to the Lehman
Graup if the Dividend Stopper had been triggered (at [18] [C/TS/651).

(3) It wes imponant in the Lehman Group that there was sufficient flexibility in
capital thal operating companies could upstream available fupds (st [17)
[C/T5466]). This would inclode avoiding Dividend Stoppers (for example those
associated with ECAPS) being triggered.

(4% In (he case of the ECAPS, LBHI would have been stanply commercially
incentivised to ensure Lhat PLC wes aeble to make its interest payments on Lhe
PLC Sub-Notes (at 18] [C/T&66]) b avoid Lhe trigpering of the Dividend
Stopper,



189,

190.

191.

5 Mr Katz concludes (at [18]) that “f recad! that the PLC Sub-Note (being the
suhordinuted notes that provided cash-flows to the ECAPS issuer partnerships
and their only contractual source of funds) would have been prioritised over
PLC's other subordinated debt payments to entities in the Lekman group.
Furthermore, 1 do not recall there 1o have been any commercial reason for the

PLC Noies to compete with purely internal subordinated debr™.

Mr O’Grady has already addressed many of these peinls in his evidence (O’ Grady 1,
[93]-[96] |C/TR/126-7])'*). He notes that PLC's ability to source cash to make payments
in relation to the ECAPS was not dependent on it being paid by LDEII2. It was dependent
solely on the London branch of LBHI (“*LBHI UK"} having cash, as LBHI UK made
payments to Euroclear directly, which funded the distributions on the ECAPS.

Mr Katz replies to Mr O"Grady at Katz 2, [9]-[23] {C/T11/138-141). His main points are

these:

1 Mr O’Grady’s analysis assumes a going concern basis, as opposed to scenarios

that contemplated insolvency or skipped coupons.

(P3] Mr Q'Grady’s suggestion of borrowing from LBHI UK would not have enabled
PLC to make the required payments in a scenario where PLC had sufTicient assets
to pay its Senior Liabilities, and sufficient assets to pay intetest on either, but not
both, of the PLC Sub-Notes and the PLC Sub-Debt. This is because, if PLC were
ta borrow from LBHI UK, the Joan would not have improved PLC’s ability to pay
the coupon and remain “solvent™ after the payment, because the borrowing would

simply have increased PLC's “Senior Liabilities™ by the amount bormowed,

» In those circumstances, it wouwld have been necessary for the PLC Sub-Notes to

have been priotitised abiead of the PLC Sub-Debt.

Ultimately these are maders for cross-examination. However, LBHI notes that tr Katz
focuses on concerns that LBHI might be stopped from paying dividends on its common
sinck, As Mr O'Meara (LBHI's current CEOQ and its CFO at the relevant time) points out,
LBHI acted as the central repository for cash liquidity in the group (O"Meara 1, [11]
[C/T10/135]). If LBHI was unable 1o pay funds to the ECAPS Holders, then he would not

121

These respond to the arguments raised about the Dividend Stopper in the DB PP, [22] and [51)
[ATR/1306-132;145-146].
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expect it to be in a position to pay dividends to shareholders anyway (O"Meara 1, [12]
[C/T10/135]). For these reasons, the entire argument based on the Dividend Stopper is

based on a false premise.

PLC Sub-Notes: Terms

192,

193,

164,

The operative subordination provisions and definitions under the PLC Sub-Notes'* were
malerially the same as those under FSA Standard Form 10, save that the lerms were
adapted to a bond format and not contained in two schedules divided between Schedule 2

and the variable commercial terms.

Like the PLC Sub-Debt, it i3 plain on the face of the PLC Sub-Notes that they were
inended to refleet a regulatory purpese. Condition 1 defines the term “Financial Rules” to
mean “the rules in [FPRUGINY) 10 in the £84 handbook, as the same may be modified.
supplemented, amended or replaced from time to time by the FSA"; Condition 4 is headed
“FSA Provisions™, and page 15 of the Oflering Circular headed “Use of Proceeds”
provides that “The ner proceeds of the issue of the Notes...will be used by the Issuer to
strengthen the regulatory capital base of the Group, fo pay off existing loans and for

general corporaie purposes ™.
ndition

Consistent with FSA Standard Form 10 (in relation to which, see at [151] to [153] above),

Condition 3(2)"™ provides;

“The rights of the Noteholders in respect of the Notes are subordinated 1o the Senior
Liabilities and accordingly payment aof any amount fwhether principal, interest or

otherwise) in respect of the Notes is conditional upon:

(i){if an order has not been made or ar effective resolution passed for the Insolvency'™ of
the Issuer) the issuer being in compliance with not less than 100 per cent. of its Financial
Resources Requirement immediarely after such payment, and aeeccordingly mo such
amount whick would otherwise fall due for payment shall be payable except to the
exten! that (a) Condition 3(d) or Condition 6(g), as the case may be, has been complied

182
183

See [E/T9/124-146]; [E/T12/1953 7]; IET1316=340]; and {E/T14/341-164].

[E/T9/129]: [EST 12/299=300}: [E/T13/323]; and [E/T14/346].

As wilh Lhe PLC Sob-Debt, Insolvcm‘.y" is dct'm'd by Condition 1 1o mean and include “liguidation,
winding up. bankruptcy. seq ation, ion, rehabilitation and dissolation...or the
eguivalent in any other jurisdiction o whick fPLCH may be subject”.
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196,

|

197.

with, and (b) the Issuer could make such payment and still be in compliance with such

Financial Resources requiremens” (emphasis added)

Where no insolvency process for PLC has begun, the payment coudition in Candition
3(a)(i) must be satisfied. Outside of an Insclvency, payment of any amount in respect of
the Notes is conditional upon PLC being in compliance with the relevant percentage of its

Financial Resources Requirement.

Also consistent with FSA Standand Form 10 {in relation 10 which see at [153] above),
whether or not an insolvency proccss has begun, Lthe payment condition in Condition
3(a)(ii) must be satisfied. Condition 3{aKii) provides that payment of any amount
(whether principal, interest or otherwise) in respect of the PLC Sub-Notes is conditional

upon:

“IPLC] being solvent af the rime of and inunediotely after, such pavment, and
accordingly no such amount which would otherwise fail due for payment shall be
payable except to the extent that the Issuer cowld make suck payment and stilf be solvent™.

(emphasis added)

ncy Beqyin n

Consistemt with FSA Standard Form 10 {in relation to which see al [154] above),
Condition 3(b)"* provides that PLC is “sefvens” if it is able to pey ils “Liabilities™ other
than ity “Subordinated Lizbilities” in full, disregarding: (a) obligations which are not
payable or capable of being established or determined in PLC's insolvency; and (b) the
“Excluded Liabilities™. [n short, payment of amy amaunt of the “Subordinated J.iahilities™

is conditional on PLC s ability to pay its “Senior Liabilities™ in full,

198.

Consistent with FSA Standard Form 10 (in relation to which see at [155] to [156] above),

the relevant terms'™ are defined as follows:

(1) The definitions of "Liabilities”, “Senior Liabilities™ and “Excluded Liabilities™
under the PLC Sub-Nofes are malerially identical ta those under PLC Sub-Debt.

125
134

[E/T9/129): [E/T12/300]; [E/T13/323]; and [E/T14/346]).
[E/T9/127-128]: [E/T12/289-299]; (E/T13/321-322]; and [E/T14/344-348].
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200,

01

202.

203,

(2) The definition of “Subordinated Liabilities”™ is also materially the same but
provides some additional wording 1o better reflect borrowing in a bond, rather than

a loan format;

“afl Linbilities to the Nateholders in respect of the Notes and all ather Ligbilities
of the Issuer which rank or are expressed to rank pari passu with the Notes™
{emphasis added).

(3)  Accordingly, “Liabilities™ of PLC are “Subordinated Liabilities™ where they either

“rank” or are “expressed to rank " pari passu with the PLC Sub-Notes.

“Liabilities"” will be “expressed o rank pari passu™ with the parlicular series of PLC Sub-
Notes where the relevant subordinated debts express themselves in clear words 10 rank
puri passu either with the panticular series, with a class of instrurnent that includes the
particular seties, or with subordinated debt ranking pari passu with the paricular series.
No seres of PLC Sub-Notes does so with respect to the others. By contrast, “Liabilities”
will “rank pari passu’ with the particular series of PLC Sub-Motes where they are
subordicated to the same “Senior Liabilities™ and prove at the same time such that, by the
application of the 2016 Rules, they rank pard passu.

The subordination mechanism under the PLC Sub-Notes operaies in the same way as
under FSA Standard Form 10.

The “Senior Liabilities™ are all “'Liabilities” nher than “Subordinated Liabilities” and
“Excluded Liabilities”. This broadly drafied definition includes unsubordinated
“Liabilities”, but would include {lo the extent that such a category ever existed)
subordicated “Liabilities” that are not expressed to rank nor do raok ¢ither parf possu or
Junior to the “Subordinated Liabilities™.

Condition 4(a)(iv) provides thar no person shall without the consent of the FSA “rake ar
ofmit to toke any action whereby the subordinaiion of the Notes or any part thereof to
Senior Liabilities might he terminated, impaired or adversely affected”. This is in
materially the same terms as Paragraphs 6(¢) and 7(¢) of FSA Standard Form 10

As can be seen from the above, the only relevant difference at all between the terms of the
PLC Sub-Debt and PLC Sub-Motes is the inclusion in the definition of “Subgrdinated
Liabilities” of the words “and all other Liabilities of the Issuer which rank or are

expressed to rank pari passu with the Motes”.
66



PLC Sub-Notes werc ncither punblicly avallable nor intended to be traded

204,

205,

The PLC Sub-Motes were listed on the Channel Islands Stock Exchange (“the CISX™).

However, their terms were not publicly available. As 1o this:

(1} In his email to Lehman Group personnel of 23 March 2005, Mr Dave Rushion,
who worked in the treasury department, emailed his colleagues some action
points stating in relation to the first series of PLC Sub-Notes'®: “The sub debt
agreement is internal fv Lefman (between LBHoldings Pic and LBGral Ltd)

and does not feature in any external document " (emphasis added).

(2} On 24 March 2006'™, a Ms Fran Foster, a researcher for suroprospectus.com,
cmailed Ms Shaun Butler of the Lehman Group with an inquiry requesting the
prospectus for the third series of the P1.C Sub-Motes. Copied on a subsequent
email in the chain, Mr Rushton wrote 10 s Butler and Mr Tonueei in relation to
this request that 'J am a fittle reticent about providing the requested documenis”.
This was beeause “The note in question is not a public issuance. This note forms
part of our Euro-ECAPS funding structure and acls as the mechanism for
refleasing the proceeds from the public offering of perpetual preferreds from the
Capital Funding Trust back to Lehman Brothers Holdings Pic” (emphasis added).

Accordingly, the PLC Sub-Noles were not ‘public’ documents. Moreover, as conlirmed

by Ms Dolby, there was no inlention to transfer the PLC Svub-Motes out of the Lehman

Group'®,

P1.C Ranking Analysis

PLC Sub-Debt: pari passv inter se

206,  LBHI’s pasition is that the three (ranches of subordinated debt making up the PLC Sub-
Debt rank pari passu for disiribution amongel themselves.

207. By way of summary;

1 IF/¥1/537-538]

I (E/V3/15734].

See the inerview with Ms Dolby page 7, lines 12-13 [CfT215270].
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2100

n The PLC Sub-Debt was issued on F5A Standard Form 10. The subordination
provisions and definitions under each of the PLC Sub-Debt agreements ore

materially identical, and the three tranches do not refer to each other in any way.

2} The Lender's claims under the three tranches of the PLC Sub-Debt are
subordinated to the same “Senior Liabilities” and ate not “Senior Liabilities” for

cach other’s purposcs.

(3} The Lender is entitled to prove in respect of ¢ach tranche at the same time once
Lhose “Senior Liabilities’ have been paid in full.

(4} Accordingly, by operation of the 2016 Rules, the Lender’s claims in respect of the
three tranches mnk pari passu and abate in equal proportions belween themselves,

Stepping back, this is obviously correct. Two tranches of the PLC Sub-Debt were issned
by the same issucr om the same date and on the same preseribed form i.e. FSA Standard

Form 10, Any other outeome than a parf passy ranking would be commercially absurd:

AL HEA LU H LR LLEEH Y TH LN

and agreements should be construed in a manner that avoids absurdity (Chitty on

Contracts, 33" edition, 13-081, 13-083) and [louting business common sense (ibid., 13-

084),

Against this, GP1 contends that an “impasse” or “corundrum” arises pursuant to which
(on its case} each of the PLC Sub-Debts is subordinated to different senicr liabilities,
which liabilities include the other PLC Sub-Debts,'™ j.e. each of the PLC Sub-Debis is
subordinated to the other two.

GP1 is wrong to asser that this so=called “conundrum™ need not be resolved ™' The
question of the relative ranking of subordinated debts drawn up on FSA Standard Form
10 is significant not least because:

(8] The PLC Sub-Notes were intended to be marenally identical to FSA Standard
Formm 10. it is therefore necessary to understand how the subordination
mechanism under the PLC Sub-Debts aperates and how those debts rank among

themselves.

19
171

GP1 PP, [56]-[58) [A/T9171].
GP1 PP, [58] [A/T9ATI].
68
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212,

2} The issue also touches the LBHI2 Ranking Issue where the LBHI2Z Sub-Debt was
also drewn up on FSA Standard Form 1(: in relation to which, il is noteworthy
that PLC (unlike GP! end Deutsche Bank) does acknowledge and accept that
loans on FSA Standard Form 10 rank pari passu with cach other (DB PP, |38]
[ASTH/142)).

GP1’s {and possibly also Deutsche Bank's) position'™

appears to be based on the
contention that the definition of “Subordinated Liabilities” under FSA Standerd Form 10
is restmicted to “Ligbilities™ ansing under one paricular facility. It follows, it is said, that
each tranche of the PLC Sub-Debt is a “Senior Liability™ for the purposes of another
tranche: “eack iz subordinared, on a {iteral interpretation of the clauses, to fiabilities

which include the other PLC Sub-Debis™ (GP1 PP, [56] [A/TH171]).
This namow “literalist interpretation™ is obviously incorrect:

n FSA Standand Form 10 was a market wide instrument that was intended “...fo
provide a uniform: system of subordination” (David Richards J in Waterfall I, at
[75])

e} FSA Standard Form 10 was put in place, in three tranches, at every level of the
Lehman Group’s capital structure in a well-planned and systematic fashion (see
e.g. LBLIS v LBUKH [2616] EWHC 617 (Ch), Henderson J, which addressed the
next level of subordinated debt up the regulatory chain from the PLC Sub-Debt,
and where the judge said at [16] that the three subordinated debts ranked behind
the same “Senior Liabilities”, and “which in the present context means all other
fiabilities of LBUKH, without suggesting thet they ranked behind each other).

{3}  The necessary consequence of contending that despite being drawn up on
identical forms an institution’s subordinated debts on F3A Standard Form 10
could never rank pari passu with each other, nor, for that matter, with any other
subordinated dcht instrument, would be a regulatory regime which prescribed the
piecemeal subordination of all a firm’s subordinated debts to each other. That is

an absurd conclusion that strongly militates against GP1’s {and possibly Deutsche

192

GP1 PP, [51] [A/T9171]. S¢c DB PP, [40] [ATE/143 (... the PLC Swb-Debrt allow ne scope far any
other fiabiliny ro rank pari passe™). I is not eleer whether Deutsche Bank is aaying that {i) no wanche
of the PLC Sub-Debt can rank pori passy with another tranche or (i} the PLC Sub-Debt cannot rank
puari passu with any other debt: Reply PP, [23] [A/T10/185).
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214,

Bank's) arguments {and is, unsurprisingly, not one that has been reached by any
Court that has considered the Lehman Group's subordinated debr).

1) In this regard, as set out above, FSA Standard Form 5 was applicable and in use at
the same time as FSA Standerd Form 10 and gave effect to the same EU
Directives. FSA Standand Form 5 (like the PLC Sub-Notes themselves) axprassly
envisaged that there might be other subordinated creditors of the Borrower with
which the subordinated debts created by it might rank pari passw.'™ It would be
absurd if pori passu ranking were possible under one FSA Standard Form, but
was Impossible in relation to another FSA Standard Form which was intended to

achieve the same result.

(5} Finally, the pardicular faces of this case highlight the sheer improbability of such
an outcome. The first two tranches of the PLC Sub-Debt were issued at the same
time by the same two partigs as part of a refinancing of an existing facility, and
were drawn up on two forms which used cxactly the same subordination wording.
A reasonable reader would have a clear expectation that the two agrecments

ranked pard passu when they were entered into,

As a matler of contractual construction, each PLC Sub-Debt cannot be sensibly
characterised as a *“Seniot Liability” in relation to the other two PLC Sub-Debts. The law

does not require judges to atrribute to the parties an intention that they plainly could not

have had (Investors Compensatien Scheme, page 913, Lord Holfmann).

At Lhe outset, the PLC Sub-Debn needs 1o be construed purposively against the regulalory

framework in. which it was created'™:

(n A% set oni above, under the relevant EU Directives each of the PLC Sub-Debts
was created to be subordinated to “aff otker creditors” (Le. the creditors ather
than the regulatory subordinated debt).

(2 The purpose of each “Subordinated Liability'’ was w protect the same “customers

and other siakehoiders against failure and enable them to withstand foss™ (David

See the definition of “subordinated credilors™ at Paragraph 1 of Standard Form 5.
In this regand, a contract of a public or regulatory nawre which has been drafied with a view to
implementing & European Directive should be construed in a mannce compatible with thal Directive:
White v White [2001] UKHL %; Chity on Contracts (327 edition), 13-055; see else The Interpretation
of Commacls (6™ edition, Lewison) at 4.06 (citing Phoenix Commercial Emerprises Pry Ltd v City of
anada meil [2019] NSWCA ¢4, a1 [176]).
b0
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Richards J§ in Weverfall I, at [33]) (ie. it was not the purpose of each
“Subordinated Liability™ to protect other “Liabilities” that were “Subordinated
Liabilities™)

In this comext, it would be flatly at odds with these objectives for each PLC Sub-Debt to

qualify as a “Senior Liabiliry™ 1o the others and vice-versa.

There is support for this in Paragraph 5(1)(a), which provides that “Subordinafed
Lightlities are subardinated to the Senior Liabilities”, and that as a result payment of an
amount of the “Subordinatcd Liabilitics™ is conditional upon (where the Borrower is still
a going concern) “the Borrawer being in compliance with not less than 100% of fts

- Ty

Financial Resources Requirement i ly after payment by the Borrower”. This

condition of payment draws a clear distinction berween, ov the onc hand, the
“Subordinated Liabilities” — which drive the calculation of the debnor’s “Financial
Resources” under Chapter 10 of [IFPRU({INY) — and, on the other, the “Senior Lizbilities™ —
which form part of the debtor’s “Financial Resources Requircment™. The two arc scparate

and distinct.

Further, under Paragraph 5(2) the PLC Sub-Debis are not “Liabilitics™ that need to be 1o

be taken into account for the purposes of the “solvency™ condition. In this regard:

(48 Until the unsubordinated “Senicr Liabilities” have been paid in full, the PLC Sub-
Debts are “obligarions which are not pavable or capable of heing established or
determined in the Insolvency of the Borrower”, such that they are disregarded for

the purposes of each other’s selvency condition.

(2} Paragraph 5{1)(b) makes it clear that the PLC's solvency is a condition to
payment and that “Ag skch amount which would etherwise fall due for payment
shall be payable except to the extent that the Borrower could make such payment

und stiff be “solvemt ™.

(3 In Waterfal] I. the Supreme Court held that this coadition to payment lakes cffect
as a prohibition on the Borrower's ability ta prove and require such a proof to be

admitted to proof while the “Senior Liabilities™ rematn unpaid.

(4} Accordingly, until the *Senior Liabilities” are paid in full, the PLC Sub-Debts are
not “payable” nor (given the prohibition in relation to proof) are they capable of

“heing established or determined in the Insolvency of the Borrower™ within the
N

218

219,

220,

221

meening of Paragraph 5(2)(a). Thus, each of the PLC Sub-Debis would be
excluded from =ich othee's solvency tesis until the “Senior Lishilites” nre paid in
full,

5 When all the “Scmor Liabilites” are paid in full, the PLC Sub-Debs become
“payabie”, it is opea for them to be admitied to proal and they become capable of
being established or determined in PLC's Insolvency,

{6) At that point, therefore, the FLC Sub-Debis would bocoms entitled to prove at the
same fime and, by operation ol the 2016 Rules, rank pari passa.

Accordingly, the purpodive (B8 well as commerctal common-gense) interprelation points
overwhelmingly towards the position advanced by LBHI and against the “conundrum™
posited by GP1.

As a funher alternative, this eonstruction can be achicved by the implication of words 10
the ellcct Lthat “all ovhar Liabilities of the Lander which rank or ore expressed to rank
pari passy with the Linbilities of the Lender under this Agreement” are ineloded within
the meaning of “Subordinated Liabilities™ ™.

This would achieve the same outcome'*® that was achieved by the inclusion of the words
“and alf other Liabilities of the Issuer which rank or are expressed to rank pari possu
with the Noter” in the definition of “Subordinated Liabilitics” in the PLC Sub-Notes
themselves, which merely made express what wax obviously and necessarily possible
under the PLC Sub-Debt, and which thy PLC Sub-Notes were imended 10 replicate as

closcly as possible.

The addition of these words would, Hrsty, prevent the “literal interpretation™ which
makes cach of the PLC Sub-Debls rank scnior 1o the other PLC Sub-Debts and, sccondly,
allow each of the PLC Sub-Debis o Tank pari passu with olber subordinaied debts, IL
would break the commercially absurd “impasse” and “circularity™ posited by GP1 {GPI
PP, [56]) sad Deutsche Bank (DB PP, [40]).

195

It would also be necessary w substhete the words “lhe” with “these™ before the defined term
"Subordinated Lisbilities” in Conditions 5{a}, 6, 7 and 12,
See Roply PP, footnate 6 | AST10/189].

T2
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To the exient lhet such supplemeniary wording needs to be implied into FSA Siandard
Form 10, it would satisfy the tests of obviousness and business efficacy (see Marks and
Spencer Pic v BNP Paribas Securities Services Trust Co (Jersey) Led [2016] AC 742).

Moreover, the implication is consistent with the regulatory purpose of subordinating any
debts drawn up on FBA Standard Form 10 to all of the Lenders’ other ereditors, and not to
each other. And it would avoid the entirely circular and unsupporied argument advanced
by Deutsche Bank (DB PP, [46]-[47] [A/T8/144|) that a termn should be implied into the
PLC Sub-Debts to ensure the seniority of the PLC Sub-Notes in respect of them.

Accordingly, by any one of the approaches set out above, each of the PLC Sub-Debts
ranks behind the same “Senior Liabilities”, they prove at the same time and they rank pary
passu. Each of these points is an answer to the “impuesse” or “corundrunt’ posited by GP1
(and possibly Dewische Bank) and avoids the commercially absurd consequences of
GP1’s construction i.e. that FSA Standard Form 10 created an unworkable regulatory

system.

Finally, the sclutions GP! posits in order to escape from the “impasse” only serve to

emphasisc that the premise giving rise to the impassc is wrong:

(13 GP1 proflers some “fpjotential answers” to its impasse, including that “the first
in time should rank ahead of the secomd in time and so forth, or vice versa™.
Tellingly, it acknowledges that one solution is that they might even rank pary
passu between themselves,'”” which of course would mean that no impasse arises

in the first place.

(2} As to the purported timing solution, there is nothing in FSA Standard Form 10 to
suppon the speculative view that the first subordinated debt in time should rank
ahead of the sccond in time, or that the lest in time should rank ahead of the
penultimate and so fonth, It is directly at odds with FSA Standard Form 10°s
nature as a standard form to contend that its meaning and effeet should depend on
the time the agreement was entered into, such that it could never be relied upon as
having the same meaning on all occasions: see AIB Group (UK) Lid v Marrin
[2001] UKHL 63 at [7].

197

GP1 PR, [57] [ASTHATIL.
bE]

» Moreover, in circumstances where rwo FSA Standard Form 10 agreements were
executed simullancously (s is the case here where the first two PLC Sub-Debts
were executed on 30 July 2004), the timing solution is no answer et all to the

difficuity 1hat would arise in this casc if GP1°s construction were comect.

PLC Sub-Notes: pard passu inter se

226,

227,

3
23

229,

230.

LBHI's position is Lhet on a proper construction, the three series of subondinated notes
making up the PLC Sub-Notes rank pari passu for distribution among themselves, The

analysis appears to be agreed at least with GP1, as is the mechanism LBHI relies on.'**

Applying materially the same primary analysis as in relation to the PLC Sub-Debt, as a
mater of constmuction, the Notcholders' claims wunder the different serics of PLC Suab-
Mates are provable and payable afier the same "Senior Liabilities”, such that ¢laims in

respect of different series of PLC Sub-Notes rank pari passu with each other,

The wording of the relevant definitions is materially identical Moreover, the P
Notes contain express wording that the “Subordinated Liabiiities™ extend beyond the PLC
Sub-Motes themselves 10 “all other Lighilitier of the Issuer whick rank or are expressed

to rank parf passu with the Notes”.

GP1 is wrong to contend that the presence of those words in the PLC Sub-Notes is a key
diflerentiating factor from the PLC Sub-Debt. All the additional words under the PLC
Sub-Notes do is to make express what iy obviously and necessarily the case under FSA
Standard Form 10 itself, namely, that debts that rank or are expressed to rank pari paysw
with debts drawn on the same forms arc nol “Senior Lighilities” which require payment in
[ull ahead of the PLC Sub-Deb1.

The regulatory backpround stromply militates against the seggestion that somehow the
operative subordination wording under the PLC Sub-Netes ditfered materially from the
PLC Sub-Debt. In relation to this:

(n It was repeatedly represented by the Lehman Group to the FSA that the definition
of “Subordinated Liabilities™ had been adjusted “slightty™ in order “io reflect

bond formar™.)"®

158

GP1 PP, [62] [ATINTL]: “on that poini of logic and prircipie, LBGP] agree with LRHT'.
Annotated FSA Standard Form 10 [FAVI05801); see also A&O's confirmatory opinion [F/¥V2/767].
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(3

(4}

&3]

(6)

It is not surprising that the adjusted wording of “Subordinated Liabilities™ did not
materially alter that term’s meaning as compared to ils use in the FSA Standard
Form 10. As GP1 itself has put it “'{t}he reguiatory context was such that these
{FSA Standard Forms] had te be used (or a waiver obtained, which ro doubr
would have been easier the closer to the standard form the revised draft

wagj "

The FSA in turm only permitied a derogation from the wording of “Subordinated
Liatnlitics™ as defined under FSA Standard Form 10 “ta reflect barrowing in a
bond rather than a Joan.” In the case of one Waiver Direction of 21 March 2006,
it was expressly said that “ft}he definition of ‘Subordinared Liobilities’ may be
changed only to the extent required to reflect borrowing in a bond rather than

foan " ™ (emphasis added).

If GP1 were correct that the effect of the adjusied definition had an impact on
ranking then PLC would have been in conmavention of the Waiver Directions and
(it must follow) have misrepresented the extent of the diflerences in the delinition
tothe FSA.

As the FSA were told on Lhe Waiver Application, the PLC Sub-Notes were based
on the Collins Stewart Notes because those notwes had alrcady obtained a waiver
from the FSA and were “frfefevant since in the case of Collins Stewarr Tullett plc
the transaction was documented in a bond format” ™ In circumstences where
lhe Lehman Group also wisted to issue regulatory snbordinated debt in a band (as
oppased to standard loen) tormat, the Collins Stcwan MNotes were relied on as &
convenient precedent. Under the terms of the Collins Stewart Notes,
“Subardinaled Liatnlines™ were defined as “alf Liahilities to the Noteholders in
respect of the Notes and all other Liabilities of the [ssuer whick rank or are
arpressed to rank pari passe with the Notes . The same definition under the PLC
Suh-Notes was, in other words, identical to that ynder the Collins Stewart Notes,
and was not drafied to subardinate the PLC Sub-Debt to the PLC Sub-Noles.

GP1's case therefore seeks to ascribe 2 significance to the additional words in the
definition of “Subardinaled Liahilities” which they do not have. They wers not

200
201
ang

GP1 PP, [73.2] [A/TO/173-4].
[FAVI5T).
[FA10/5011).

75

231,

some form of bespoke drafling resulting in the subordingtion of the PLC Sub-
Debt bglow the PLC Sub-Notes; they were merely words taken verbatim from a
convenient precedent which had already achieved the same waiver the Lehman

Croup wes also seeking 10 obuain,

As such, the Noteholders” claims under ihe different series of PLC Sub-Notes are
“Subordinated Liabilitiss” which “rank peri passu...with the Metes” in respect of each
other series of PLC Sub-Notes.

PLC Sub-Debt and PLC Sub-Noles raok parf paryu

132

233,

LBHI's posidon i Lhet it claims under the PLC Sub-Debt rank foe distribution pard
pessie with the claims of GP1 under the PLC Sub-Notes (Joint PP, [16] [A/TS/65-66]).

As set out in the Joint Reply, given thet the three tranches of the PLC Sub-Debt must rank
pari passu among Lhemselves, and the three series of the PLC Sub-Notes are agreed o
rank pari pasyu amony themselves, the relevant question is whelher (1) the PLC Sub-Debt
and the PLC Soh-Noles are subordinated to the same “Senior Liabilites™ soch that they
are eatitled to prove at the same time and renk pari passu (as LBHI contends), or whether
(i) the PLC Sub-Dabt is subordinated to the FLC Sub-Notes (as GP1 and Deutsche Bank
contend, albeit through conkmadictory arguments), ™™

LIBHL: Ordinary Meaning

234,

233,

Om a true construction, it is plain that the PLC Sub-Debt and the PLC Sub-Notes are
subordinated 1o the same “Senior Lisbilities™. As such, Lhey are entitled 1o prove at the
same time and, by operation of the 2016 Rules, renk peri passy wilh cach etber,

First, the PLC Sub-Debt and the PLC Sub-Notes do not expressly refer to cach other in
ury way, and there 13 nothing in the languege of the PLC Sub-Debt or the PLC Sub-Noles
which otherwise evinces an intention to subordinute one o the other, The reasonsble
reader woud not conclude, apainst the admissible regulatory background, that the
addition to the PLC Sub-Notes of the words “and glf other Liabilities of the Issuer which
rank or are expressed lo ronk pari passu with the Notes” would in and of themselves
have the effect of causing the PLC Sub-Notes 1o be subordinated to different “Senior
Liahilities” to those 1o which the PLC Sub-Debts are subardinated, To the contrary, they

Scc Reply PP at 28] [ATIVIAT]
76



236.

make it ¢lear that the PLC Sub-Notes rank pari pase with the PLC Sub-Debt.

Second, the structure and substance of the operative subordination provisions under the
PLC Sub-Debt and the PLC Sub-Notes are materially the same:

{1}  In onder for the “solvency™ condition under Parmgreph 5(1)(h} of the PLC Sub-
Debt and Condition 3(b} of the PLC Sub-Moles to be satisfied, PLC must be able
Io pay its “Senior Liabilhies™ in [Ull,

(2) For the purposes of the PLC Sub-Dehl, the following are not “Semor Lizbilities”
which must be capable of being paid prior 1o the payment of the PLC Sub-Deht in
ondir for the solvency condition (o be satisfied:

{8) Subordioated “Liabilities™ which rank or are expressed to renk pari passu
with the PLC Sub-Debts, This follows from the fact that the PLC Sub-Debis
must themselves rank pari passu for the reasons above. It is a conchusion

accoptad io principle by PLC itself,

{b) Subordinated “Lisbilities” which ere “expressed fo..ronk junior to the
Subordinated Liabilities” under the definition of *“Hxcluded Liabilities”.

(3)  For the puposes of the FLC Sub-Notes, the following are uol “Senior Liabilities™
which must be paid prior 1o the payment of the PLC Sub-Notes in order for the

solvency condition to be satisfied:

{a) Subordinated “Liabilities™ which “rank or are expressed 1o rank pari passu
with the Notes” under Lhe definition of *Stuberdinated Liabilities™.

() Subordinaed “Liabilities” which are “expressed to rank.. junior” o the
Subordinmed Liabilities under the definition of “Excluded Lisbilities™.

{4)  For the purposes of bolh the PLC Sub-Debt and the PLC Sub-Notes, the “Senior
Liabilities” which do require payment in priority are:

{a} Tbe unsubordinated creditors. This i5 not stated expressly in the definition
of “Scnior Linbilitiess” in either instrument, nor under the sclvency
condition under Paragraph 5(2) of the PLC Sub-Debt vr Coundition 3(b) of
ihe PLC Sub-Noics. Bur it is meecssarily correct, it being a core purpose of
the EU Dircctives that an institution’s regulatory subordineted debt be

77

237,

(5)

(6)

subordinaled w the cleyms of “their customers and other stakeholders™
{David Richards J Walerfall T at [33)), or as IPRU{INV) pul it “fiahifines

and commitmenty ta consimers and counterparties”.
(b} Statitory interest: Waterfall [ (Supreme Court},
{c) Mon-proveble liabilitics: Waterfall 1 {Supreme Court).

For the purposes of both the PLC Sub-Debi and the PLC Sub-Notes, the “Senior
Liabilitiea” could alse (but on the fects did not) potentially include any
subordinated “Liabilities™ which (i) do not rank pari passu nor are expressed
tank pari passr with the FLC Sub-DebtPLC Sub-Notes and {ii) which are not
expressed to rank junior to the PLC Sub-Debt/PLC Sub-Notes. This cawegory of
subordineted senior debis is a powntial calegory which could have included, to
the extent Lhat they alremdy existed or would be creawed at seme point in the
future, nan-regulatory subardinated debt such as commerciel subordinaled debt
{sce paregraph [44) above) and/or could have preserved fexibility®™ {sec Miller
1, [45]).

Accordingly, the structure and subetence of the subordinatios provisions under the
PLC Sub-Debt and the PLC Sub-Notes ere matenally the same. The reasoosble
reader would conclude thet both the PLC Sub-Debt and the PLC Sub-Notes munk
behind the seme Senior Lisbilities such that they are entitled o prove at the same
time and, therefore, the claims in respect of them rank pari passu.

Third, a construction thet the PLC Sub-Noms are subordinated to different “Senior
Liabilides merely becausg ol the amended definitioo of “Subordinsted Liabilives” (ies in
the face of what wus said Lo the FSA, the FSA's public Waiver Directions, and the A&O
conlirmatory opimion {provided to the FSA by the [irm that drafted the PLC Sub-Notes),
namely that the shight modifications wes being made (without more) o reflect a bond

format,

As se put in Lhe section “Post-GENPRU and beyond™, above, the “TLAC™ repime introdnced by
European law into English law docs in fact now rocognise a form of subordinated senior debt which
tenky for insolvepey purposes below generl creditars, b shove regulatory subordinaid capiid.

T8



LBHI: Factual Matrix/Commercial Considerations

238,

239,

240,

241.

The Pari Passu Construction above is Lhe only construclion consislent with the objective
purpase of these insiruments and which makes sense against the relevant background that
would have heen reasonably available to their relevant andiance.

The Court is entitled to consider die faszl matrix/aveileble backgroand. The “audience™
of the PLC Sub-Debt and the PLC Sub-Notes is limited to entities within ihe [.ehman
Group. GP] contendy that the PLC Sub-Notes were “addressed 1o and would be relied
upon by a posentially wide number of third-party investors” (GP1 PP, at [[1]
[AST9/159]}. This is incorrect (Reply PP, [18(2)] | A/T10/182-31).

The facwal matrix is what was reasonably available to the Lehmun Group centralised
decision-makers. As 1o this:

n As regards the PLC Sub-Debt, diese were bilateral subordinated debt facilities
enlered into between PLC and another Lehman Group entity, LBUKH. Following
insolvency, they were assigned 1o LBHI, the US parent compaay of the Lelrnan
Group.

(2) As regardy the PLC Sub-Notes, these were part of & carefully desipped strucrure
put in place in erder to meet regulatory eapital requirements. Their ransfer out of
the Lehman Group would have defeated the very regulatory objectives which they
were intended to achigve,

» The terms of both the PLC Sub-Debt and the PLC Sub-Notes were not publicly
available, and Lbe evidence is {hat there was an unwillingness within the Lehman
Group at sharing the terms on the basis thal this was an internal ransaction.™

(4) In the event, the PLC Sub-Notes were never trans{erred out of the Lehman Group,

The objeclive meanlng the instruments would have conveyed ra the reasonsble reader
with the knowledge that wes reasonably available io the centralised decision-makers
within the Lehman Group was of subordination behind the same “Senior Liabilities™:

5

Sece above ot [204] - [205).
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(¥}

£

(4

(5

(6)

The PLC Sub-Notes were drafled at a time when the PLC Sub-Debt was known to
exist, Despite this they did not cress—refer to each other in any way to suggest
subordination of one to another.

The PLC Sub-Notes were drafted 1o be matecially identical to the PLC Sub-Debt
and ihat auch wes represented to the FSA by (i} (he covering email o the F5A™™,
(ii) A%0's confinmetory epinion®™™; and (iii) \he annotaled version of FSA
Standard Form 10.*" In all of these documents, it was represented w the regulator
that a key definition in the PLC Sub-Notes' operalive subordination provision was
only slightly edjusted due to Lhe bond format.

The Waiver Direction,*™ which was a publicly available document. provided that
the diffcrence related to the form of the PLC Sub-Motes and not their
subordinadon in substince

The FSA was told Lhat the PLC Sub-Notes were based on the Colling Stewan
precedent. That precedent conmined matcriplly the seme subordination wording
as the PLC Sub-Notes. The Coun is entitled to have regard 1o that procedent o
construc the definition of “Subordinated Liabilities” under the PLC Sub-Netes*'®
Any diffcrence in wording between the PLC Sub-Debts and PLC Sub-Motes
would oot be understaod to be attributable ta a difference in ranking, but rather 1o
the practicsl exigency of obwining an FSA waiver in respect of a bond instrument

as opposed to a loan,

The principal purpose of bolh issuances {which is clear on their face in any event)
whs regulatory, That regulstory purpose only required subordinetion behind all
orediters who were not regulatory subordinared creditors; Warerfall [
Accordingly, it would pluy no meaningful regulstory purpose 1o subordingle (he
PLC Sub-Debt to the PL.C Sub-Notes.

The insolvency of the Lehman Group and the relative priorites of subordinated
dem in that event were not within enyone's contemplation & the relevent dme.

The strong inference from ihis is that there was no purpose fo the wansactions

208
207

m
21

[F/¥21770].

{B/Y2T60].

IF/¥10/5T95-5807].

(B LTTT-TRO|.

Sec above &l [125) and the sixth proposition of sonmmagtual construction refered w thereis.

30



other than 10 ensure the ranking of the subordinated instrurnents behind the firny's
general credilors, consistent with the overriding regulatory purpase.

4] The standard merket practice provided lhat LT2 and Tier 3 dated subordinated
debis ranked pari passu: see the maerials refecred to at [102] - [107] abave,

Other Respondents” Ordinary Meaning Arguments

GPl

242,

243,

GP1 starts from Lhe false premise (at GP1 PP, [64.1] |AST9/172]) that the PLC Sub-Debt
cannot rank pari pessu with anylhing, and that it is subordinated to everything other (han
debts which are cxprossed ta be junior. This is wrong for the reasons already siated

above:

(13 It is unnecessary for twa subasdinated debts to cross-refer to each other for them
to rank pari passu.

{2) Each of the PLC Sub-Debts can renk pgri passu with other subordinaled bebt,
Plainly the PLC Sub-Debts rank pari passy amongst themselves. Further, as a
mifler of construction, they are able o rank parf passy with other debts that are
either expressed 1o rank or do rank paerd pasry with them.

(K} It is commercially absurd to posit that an instrument execuled on FSA Stenderd
Form 10 cannot rank pari passwe wilh enything at all {especially m circumstmces
where another siandard form in [FRU{INY), FSA Standard Form S, conmined
enpress languape envisspiog Lhis).

4) The PLC Sub-Debts rank pari passt with other subordinated debts that rank after

Lhe samz “Senior Liabitities™.

Second, it i said that the PLC Sub-Debts are “Excluded Linbilities™ for the purposes of
the PLC Sub-MNotes. In relation to this:

in The ratignale {(at GP1 PP, [65] [A/T9AT2]) is thal “the PLC Sub-Debts are
“expressed 16" be funior to the PLC Sub-Notes because the PLC Sub-Notes are
not expressed to be jurior to the PLC Sub-Debi”.

L]

V4 This is wrong. The PLC Sub-Debt is not “expressed to™ be junior to the PLC Sub-

Motes. Indeed, GPL's criticism is that the PLC Sub-Debt and ihe PLC Sub-Notes
do not expressiv refer (o each other at all. Unsurprisingly, Deutsche Bank
disagrees with the GP1 analysis (DB PP, ai |43]-|44] |A/T8/143)).

(3y  GPI's reasoning appears to be as follows: the PLC Sub-Debt must rank after
everything other than debts expressed to be junior; the PLC Sub-Noles do not
rank afier everything (because they rank pari passu with other debis which are
cxpressed to be ar do rank pari passu); so that the PLC Sub-Debt necessarily
“falls to the borttam of the pile” (GP1 PP, at [67] [A/THI72-3)).

(4) This js absurd. Firse, GE1 dogs not articulare how, if the PLC Sub-Debt falls 1o
the “bodtowm of the pile” because it cannot rank pard passa with anything, it could
rank befow deeply subordinated regulatory debt ez, UT2 or Tier 1 capilnl
{notwithstanding the fact that it is Lower Tier 2 capital) and, pertinently, the PLC
Guarantec — which is agreed by all the parties to rank befow the PLC Sub-Debt
and the PLC Sub-Motes. Second, on the same analysis the LBHI2 Sub-Debt
would fall 1o “the bartom of the pile’” and rank below the LBHIZ Sub-Notes, since
they are on materially the same terins as the PLC Sub-Debt.

Dewtsche Bank

244,

245,

Deutsche Hank's position {at DB PP, {46] |A/T8/144)) is that the PLC Sub-MNotes rank
senior to the PLC Sub-Debt. Its starling point is the premise that the PLC Sub-Debt
cannot rank pari passw wilth the PLC Sub-Notes (DR PP, at [38]-[41] jA/T8/143])

because:

n The terms of the PLC Sub-Debt allow no scope whatsoever for any other liability
to rank parf passu with the PLC Sub-Debt.

(2} The effect of the different definition of “"Subordinated Liabilities™ in the PLC
Sub-Debt is that the PLC Sub-Debt cannot rank pari passu with the PLC Sub-
MNotes because its terms preclude pari passu ranking with any other debi.

As a preliminary poind, it should be noted that Deutsche Bank starts by conceding that
“Which of the PLC Sub-Notes and the PLC Sub-Debf ranks senioy and which ranks funior
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246,

247,

248,

249,

250,

251,

is not immediately clear on the face of their terms™. *"" That in itseif is swongly suggestive
that the two in {act rank afer the same senior liabilities and not juniorfsenior to each

other.

Further, as explzined sbove, Deutsche Bank's position is a profoundly uncommercial
approach w the construction of an industry-wide standerd form and leads 10 an (easily
avoided) absurdity.

As sel oul above, the comrect starting point is to ask whether the PLC Sub-Debt and the
PLC Sub-Notes arc subordinated to the same “Scnior Liabilitics”. If they arc so

subordinated, they prove at the same time, and they rank par{ passy upon insolvency.

However, to the exient that Deutsche Bank argues that the PLC Sub-Debt does not allow
scape for any other liability o rank pari passe alongside it, this is incorrect: first, it is
unhecessary for two subordinated debts to eross-refer expressly to each other for them to
rank pari passu; and second, as a matter of construction or implication, it is possible for
subordinated debts created on FSA Standard Form 10 wo rank pari passu with other
subordinated debts by any one of the approaches suggested above.

Deultsche Bank’s slarting point i.e. that the PLC Sub-Debt and the PLC Sub-Notes cannot

rank pari passu is therefore wrong.
The zest of Deutsche Bank's analysis is also wrong:

(1 Doutsche Bank cites a so=called “circulanty™ and commereial absurdity thal, on a
literal interpretation, the PLC Sub-Debts are “Senior Liabilities™ lor the purposes
of the PL.C Sub-Motes, and the PLC Sub-Notes are “Semior Liabilities” for the
purposes of the PLC Sub-Debt {at [42]-[45] [A/T8/1434]).

(2} The simple answer to the “circulerity”™ is that it does not exist, for lhe reasons
already set out above at [210]-[225]; and that the proper construction of the both
the PLC Sub-Noles and the PLC Sub-Debt iz that they rank part passw.

Putting that to one side, Deutsche Bank then seeks to “break the circularity™ either (a)
by “construing the PLC Sub-Debt and the PLC Sub-Notes to give effect to what the
parties objectively intended” or (b} through “implying a term inta one or bath of the
PLC Sub-Debt and the PLC Sub-Notes™ (at [46]-[47] |A/TB/144]).

DE PP, [42] |A/TRA43].
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(a) First, Deutsche Bank seeks to do this by mere assertion only: “te give
effect to what the parties would have objectivelv intended, it is necessary
t construe the ferms of the PLC Sub-Debt and the PLC Sub-Notes such
that the PLC Sub-Notes rank ahead of the PLC Sub-Debr”. This states a
canclusion without providing analysis. The argument merely assumes the
construction it seeks to justify. It is not “necessary” to construe the PLC

Sub-Debt and the PLC Sub-Notes in the manner stated.

(b) Second, it is said that a term needs to be implied “into one or bath of the
PLC Sub-Debt and the PLC Sub-Notes”, such that the PLC Sub-Motes
rank ahead of the PLC Sub-Debt, on ane ot two bases: (i) that such a term
is obvious or necessary in order to make the contracts work and give them
commercial and practical eoherence (zelying on Marks and Spencer Ple v
BNP Paribas Securities Services Trust Co {Jersey) Lid [2016] AC 742); or
(1) on the basis that such a term must be 1mplied to avoid the contract
being incompieie in the absence of 2 ferm (reiying on Liverpoei City
Council ¥ Irwin [1977] AC 239). As 10 these arguments:

(i) As to the former, there are no grounds to imply such a term in fact.
Such 2 term is far from cbvious and it is not necessary for the

business efficacy of the contracts.

(i)  As to the latter, incompleteness in and of itself is no basis to imply
a ierm in law inlo a c¢lass of contacts. Moreover, it is self-
evidently wrang 1o scck 1o imply & term in law as a legal incident
of the parties’ relationship that the PLC Sub-Notes should rank
senior. [ cannet be seriously suggested that it is appropnale where
one is dealing with standard form contracts and contracts based on
standard forms to imply a term in law giving one such contract

prionity over the other.

Deutsche Bank’s atempts to bresk the “circularity”™ are misconceived. Indeed, they

emphasise the correcmess and commen sense of the approach suggested by LBHI.



Other Respondents’ Factual Matrix/Commercial Arguments

Dewtsche Bank

253,

254,

255,

256,

Deutsche Bank contends Lhat, among olher matiers, “the comtext of the Lehman Group
as a whole, and ifs tax and commercial objectives” (DB PP, at [49(iii)] [A/T8/144-5)
are relevant to determining *“wha! wowld hove been agreed on the issue of ranking by
reasopable persons in the position of the parties o the PLC Sub-Debt and the PLC Sub-

Nates™,

First, Deutsche Bank relies, in connection with this overarching commercial theory, on
the Dividend Stopper (DB PP, [52] [A/TA/145-6]). It is said that the “Lefiman Group had
strong commercial reasans to prioritise payments to the issuers of the ECAPS under the
PLC Suh-Noles over paynrents under the PLC Sub-Debt to avold the mandatory upergiion
of the Dividend Stopper and to retain the flexibility and discretion on funding intended
under the ECAPS™ (DB PP, [52(1)] [A/T&146]) and that “fifhe ECAPS were listed and
rated securities hefd by external (non-Lehman) irvestors, including both institutional and
individual invesiors™ [A/TR/1)0].

As a preliminary point, Deutsche Bank’s overarching argumemt to the eflect that the
Lehman Group's capital structure needed to be arranged specifically to ensure that
distributions would be mede in priority to the ECAPS Holders crucially ignores: (i) the
fact that there were at Jeast 9 other instruments which conlained Dividend Stoppers
affecting LBHI's ability to pay dividends in certain circumstances during the relevant
period?’?; and (ii) the fact that the funds used to finance the chain of rcgulatory
subordinated debt flowing dewn from LBHI — of which the PLC Sub-Debt was a part —
were themselves ultimately derived from a mixture of debt and equity issued by LBHI to

the public markets.2'

Deutsche Bank is wrong for the reasons set out at Reply PP [16] [A/T10/180-1] and

above. In rclation w this:

(1} In the solvent scenario, there was no absolute obligation under the ECAPS (which

were deeply subordinated Tier 1 capital) 10 make any “Disttibutions” tw the

1z
213

See the 2007 Hybrid Issuance Plan at [F/V10:5900].
See in this regard Ms Dolby's letter to HMRC daned 30 March 2007 [F/V4/1897-1900): “the funds that
LBHI currently wses 1o flnance LB SLP! ard going forwards the funds it will use to finance LB SLP2
are ultimately derived from a mixture of debt and equity issued to the market by LBHT' (ot paragraph
18 to the “Backyround™. This was confirmed in her Tnterview, page 3, lines 21-25 [C/T20/266).
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ECAPS Holders at all: any obligation to do so was always subject to (i) lhe
availability of funds received by the Issusr (Condition 2.3) and (1i) the unfertered
discretion of GP1 not to pay “‘at any time and for any reason” (Condition 2.4). By
contrast, payment of the Tier 2/Tier 3 subordinated insmuments rclevant to the
Raoking Issue was mandatory, subject to the satisfaction of the payment

condition.

(3] The commifcial incentive on LBHI to avoid the effect of the Dividend Stopper is
based on 2 Talse premise. If the Dividend Stopper had been wripgered by a
liguidicy igsuee at PLC, that in wrm would have been because of 2 liquidity issue at
LBHI. This would have indicated a much wider problem with the Lehman Group
and LB ssould not have been in a position to pay dividends to shareholders in
any event (&*Meera 1, [12] [C/T10/135]).

(3} Accordinglg, in the insolvent scenario, the Dividend Stopper under the ECAPS
ceased to 3% of any significance. This is because in that scenario no dividends
would be payable on LBIII's common stock imespective of he operation of the
Dividend Stopper.

(4 Finally, if therc was a commercial imperative to prioritise the PLC Sub-Notes
over the PLC Sub-Debt so as to ensure the ECAPS Holders were paid, it would be
non-sensical for the ECAPS Holders™ rights under the PLC Guarantee to be so
deeply subordinated in an insolvency of PLC that their claims renk pari passu
with the non=tumulative preference shares®®. Thai, however, is the agreed

posilion.

Sevond, Deutsche Bank telies on so-called tax incentives, It claims that the Lehman
Group “received detailed tax advice that PLC should take alf commercially reasonable
steps to avoid the suspension of interest on the PLC Sub-Notes™ (DB PP, [52(2)]
[A/TH/146]). As to the ax argument;

(1} Deutsche Bank is understood to be referring to the A&O opinion dated 30 March

2005 in relation to US federal income tax*'*.

Zla

“The Subordinated (Guarawtec will rank pari passuy witk the non-cumulative perpetual preferred
securities af preference shares of the (Fuaranter {PLC] fwhether or not in ivsue) " [EFT10/154].

[F/V2/668-T15].
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2} The statement Deutsche Bank paraphrases is nol 1ax advice of any kind, but
merely records PLC’s intentions on a best endeavowrs basis to remain
commercially in a position to pay interest, The analysis section of the opinion
considered that the suspension of interest would not causc a tax issue provided
that interest continued to accrue, such that the opinion does not profler the tax

advice that Deutsche Bank asserts.

The commercial considerations contended for by Deutsche Bank are unsupported by the

ovidence.

For all thepe reasons, Deutsche Hank is wrong to state {at DB PP, [52(3)] |A/T8/146] that
“the only way to enable PLC to prigritise pavments under the PLC Sub-Notes was for the
PLC Sub-Notes to rank in priority to the PLC Sub-Debt, and any other ranking would
feopardise the commercial and tax planning objevtives of the Lehman Group™ and that
“in aff the circumsfances. the oniy commercially reasonable siructure is that the PLC
Sub-Notes rank in prioriry to the PLC Sub-Deby, and thar is what regsonable parties to
the LBHI2 Sub-Debr and the LBHI2 Sub-Notes wonld have agreed” (DB PP, at [52(6)]
[AfTB/146]}. This assertion is based on a false premise and is inconsistent with the

evidence.

Third, Deutsche Bank relies on “the timing of the issuing of the PLC Sub-Debt and PLC
Sub-Notes” as an additional argument (DB PP [49] [A/T8/144]}. It contends {at DB PP,
[51] [AfT8/145-6]) that the first series of the PLC Sub-Notes was issued afier the first
two PLC Sub-Dcbts were entered into and \hat “fhfowever, wo express reference was
tade to then existing PLC Sub-Debt us heing debt thut ranked pari passit with, or senior
to the PLC Sub-Nores”. Deutsche Bank asserts that the logical conclusion is that the PLC
Sub-Debt was thought to be the most deeply subordinated debt issued. The timing

argumcnt is based on various fallacics:

(1} It assumes that the “oniy fogical conclusion”™ to be drawm from the fact that the
PLC Sub-Notes do not refer 1o the PLC Sub-Debt is that the PLC Sub-Debt js
“the most deeply subordinated” (at (51(3)]). There is no basis for this assumption.
The argument merely assumes (without more) the conslruction it seeks Lo justify.
If applied to the LBHI2 Ranking Tssue, the same logic would result in the LBHI2
Sub-Notes ranking senior (o Lhe LDHI2 Sub-Debt, given that the former makes no

reference whalscever to the lalter.
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V4 It presupposes that two regulatory suberdinated debts have (o refer to each other
“expressly” in order to rank peri passy, That is incomrect. The PLC Sub-Notes
were ¢losely based on FSA Standard Form 10 and were subordinated afler the

same “Senior Liabilities™ as the PLC Sub-Dchi so as to rank pari passu with it.

3 Deutsche Bank argues that when the final PLC Sub-Debt was entered into, “PLC
and LBUKH chose not to include any language in the third PLC Sub-Debt facifity
agreement {o allow it to rank pari passu with other subordinated debt”. That is
said to be consistent with an intention to maintain the decply subordinated status
of the PLC Sub-Debt {DD PP at [51{4)]}. Again, this secks to ascribe far toa much
significance to the slightly amended “Subordinated Liabilities” definition under
the PLC Sub-Notes which, as was rcpresented to the FSA, did oot difTer
materially from that under FSA Standard Form 10. Morcover, modifying that
definition in the third tranche of the PLC Sub-Debt would have necessitated a
waiver applicalion to the FSA, serving no purpose whatsoever where the

subordinaiion provisions under F3A Sianderd Form iif and the FLC Sub-Notes

had the same meaning and ellect,

Conclusions

261

262,

The PLC Ranking Issue is straightforward. The Parl Passu Comstuetion is the correct
answer to this issue. This is srongly supported by the drafiing = the relevant instruments,
the factual matrix and commercial considerations. The interpretstions adveanced by GPI

and Deutsche Bank are obviously wrong.
THE LBHI2 RANKING ISSUE — PART

The LBHI2 Ranking Issue divides into two separale sub-issues: the position in relalion to
the original LBHI2 Sub-Notes (“Part 1'); and the position in relation to the LBHI2 Sub-
Notes as amended in 2008 (“Part IT");

(1} During the peried relevant to Part [ (running from November 2006 to May 2007),
the LBHI2 Sub-Notes were issued as pan of an internal Lehman Grouop
restructuring, the objective of which was to obtain a US tax benefit. This was
achieved by (i} refinancing part of the LBHI2 Sub-Debt (drawn up on FSA
Stamdatd Form 10) with further dated regulatory subordinated debdt in the form of
%ﬁ'ﬁ%ﬁfﬁ Sub-MNotcs on the same commercial terms as the LBHI2 Sub-Debt, and
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(ii) transferring the LBHI2 Sub-Notes out of the existing regulatory structure to
SLP3. Confrary to what the other Respondents’ cases necessanily imply, none of
these steps snviseged let alone required an alteration to the pari passu renkiog of
the LBHIZ Sub-Debt.

(2} As 1o Part §f, on 3 September 2008 the LBHIZ Sub-Notes were amended. The
purpose of the 2008 Amendments was (as sct out in LBHIZ's Board Minutes) “to
allow [LBHI2] to defer cash seitlement of the intevest on the MNotes at its
discretion”, which in tum was intended to create a US tax planning benefit.
Contrary 1o what the other Respondents’ cases svpgest, o Lhe extent the 2008
Amendments are engaged at all in LBHI2"s administration, they do not aher the
pari passu ranking of the LBHI2 Sub-Notes and the LAHI2 Sub-Debl. If Lthey do
have that legal effect, then they fall to be rectified for common mistake.

It is nevessary first to ascertain what the status quo on ranking was when the LAHI2 Sub-

Notes were first issued in May 2007, prior to the amendments.

The parties” respective positions in relation to Par [ are set out as follows:

mn SLP3: Joint PP, [17]-[24] |A/T566-72]. Reply PP, [31]-[42] [A/T10/190-196].
(2} PLC: [25]-[48] [A/TT/102-118).

(3} Deusche Bank: [16]-[18] |A/T8/128].

In summary.

(1} The operative subordination provisions under the LBHI2 Sub-Debt and the
LBHI2 Sub-Noles arc marerially the same. This is because the former was drawn
up on FSA Slandard Form 10 (specifically, Form 10.7) and the latter's definition
of “Senior Creditors™ was materially similar to that used on FSA Standard Form
5: both of which forms were designed by the FSA w achieve the same

subordinalion outcome,

(2 The broad drafting of both sets of instruments envisaged subordination to all of
LBHI2?'s creditors {whecther unsubordinated or subordinated), save for certain
carve-outs which include subordinated liabilitics that are expressed to rank/do

rank pari passu with them or are expressed to ren/do rank junior to them.
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[k} As PLC acknowledges, the subordination provisions in the LBHI2 Sub-Notes
could encompass existing subordinated debt as well as fiture subordinaled debis
(PLC PP, (47.2] [A/F7/108]). SLP3’s position is that there were no subordinated
“Senior Creditors™ in this case, and thal the potential firure category of
subordinated senior debt was never cogaged on Lhe facws. FLC's (narrow)
interpretation requires that (a) the subordinated “Senior Creditors” is necessarily a
reference solely to existing subordinated debt i.c. the LBHIZ Sub-Debt and (b)
that the LBHI2 Sub-Debi docs not fall within the broadly drafied “ozher than"
language, despite being a repulatory subordinated debt drawn up on materially

identical commercial terms as the LBHI2 Sub-Notes,

(4 On a proper construction, the LBHIZ Sub-Debt and the LBHI2 Sub-Motes are
subordinated to «he same “Scnior Liabilities™™Senior Creditors”, which on the
facts of this case are the unsubordinated creditors, including the claims to

statutory interest as well as non-provable habililies, and they rank pari passu.

(5} Consigtent with this conclusion, there was ne commercial or regulatory rationale
for subordinating the LBHIZ Sub-Debt to the LBHI2 Sub-Notes or vice versa, and
such subordination formed no part of the purpose of the Lransactions pursuant to

which the instruments were created.

LBHI2 Sub-Debt: Background

266.

267.

268,

LBHI2 is an intermediate holding company of LBIE (Howell 2, [3]-[1]] |A/T2/5-6]).
LBIE was one of the main trading entitics of the Lebman Group in Europe. LBHI2 has
been in administration since 14 January 2009. Its principal purpose was to make capilal
available to LBIE, including by way of subordinated loans.

LBHI2 is in a distributing administration. As a result of the LBIE Scheme, LBHI2 has
been able to discharge all of the unsecured, unsubordinated claims against its estaie in
full, together with stamtory interest. It has a substantial surplus to pay its subordinated
creditors.

In early November 2006, the Lehman Group wunderwent a restructuring (“the 2006
Restructuring™. Severnl of the steps taken were intended to reduce the consolidaled
overall proft and loss tax charge of LBRI, the Lehman Group parent company, from a
US tax perspective.
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Prior to the resbucturing, LBIE — the UK group's broker-dealer — borrowed
appronimately $4.8 billion af subordinated debt from PLC. PLC was, immediately before
the rostructuring, the immediate parent of LBIE (Dolby 1, [17] [C/T3/M]). The majority
of LBIE's subordineted deht was funded through the Group from LBHI ie. the
subordinated debt was funded by LBHI and loaned from one corporate entity to encther
down the corporate chain until it reached LBTE (Dolby 1, [18] [CfT3/34]).

The 2006 Restrucuring wes undertsken in two phases (Huicherson 1, [62]-[63]
[C/T6/R]):

m Phase |, which took place in November 2006, invalved lhe incorporation of
LBHI2, its inlerposition in the stucture between PLC and LBIE and the
replacement af pert of the subordinated debt borrowsd by LBIE with proference
ghares. Phase 1 was underiaken masinly for tax purposes.

(2 Phase 2, which took place in January 2007, and is less relevant for the purposes of
these proccedings, involved the replacement of Lehman Brothers Spain Holdings
Limited at the top of the Furopean Lehman Group struchure,

The 2006 Resmructuring related to an “APB23" tax accounting election.

APB23 tax elections cancernad the way in which averseas profits and US taxes were
sccounted for in the US. The 2006 Restructuring™® was dne of e teties of projects sinte
2001 relating lo APB23 whase purpose way to achieve tax efficiencies, The aim of the
APB23 project was to structure the Lehmen Growp in such a way as to enable UK profits
0 be accounted for by LBHI withaut recording a charge for the 5% differential between
US and UK tax mates, This provided the Lehman Group with more attractive published
prafits (Hutcherson 1, [64] [C/T&/B2-3]).

On 1 November 2005 the faciliies between PLC and LBIG were ierminsed. On the samie
day, LBHIZ catered into three subordinated |pan agreernents with PLC on matedally the
same terms (ie. drawn up on FSA Standard Form 10) and which comprise the LBHI2
Sub-Debt. LBIU2 in turn eotered into three subordinated loan agreements with LBIE on
materially the same ters, These agreements were considered in Waterfall [,

2

The background tn the 2006 Restrucruring is described by David Rickands T in Waterfull |, at [29]
91
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Ms Dolby, who worked in the European Tax Depertment, was the European tax lead on
these restructurings (Hutcherson 1, [68] [C/T6/83]). As it was tax-focused, she led the
various Lehman Group teams involved with the planning and implementation of the 2006
Restructuring.®”

There was usually a small cross-depanimental weam that worked on the transactions. This
included Mr Garcth Bowen, who worked in the rcgulatory reporting tcam; and Ms
Hutcherson, who worked in compliance and who worked very closely alongside Mr
Bowen (Hutcherson 1, [66] [C/T6/83]}. The team also included a representative fromn the
Treasury depariment {e.g. Mr Rushton or Mr O"Callaghan).

These transactions were intra=group and were considered for the benefit of the Lehman
Group cnfitics involved. This mcant that the same cross-departmental group ncgotiaied
and advised acting for both sides in relation to any transaction {Hutcherson 1, [68]
[CITe/B3]).

In this rcgard, on 2 November 2006 Ms Dolby emailed a number of Lehman Group
personnel including Ms Hutcherson and Mr Ray O'Grady®™ to thank them for the
invalvement in Phase 1 of the 2006 Restructuring. She stated that Phase | alone would
benefit the tax line by $30m p.2. in 2007 and subsequent years {1 -nmonth benefit in 2006 =
£2.5m).

ESA Approvals

278.

Given that the 2006 Restructuring contemplated the prepayment and refinancing of
subordinaled facilities es between PLC and LLBIE, the FSA's approval was required. In
this regard:

{13 On 14 September 2006*"?, Mr Bowen emailed the FSA, describing the two phases

ofthe restructuring. The email stated:

“The first part of the restructiring wowld on o met basis, result in 32bn of subdebt
(31,876m Til/ 3124m T} being prepaid and 52bn of Lower Tier 2 subdebt being
issued to Mew Co 2. Overall this would huve no impact to LBIE capifal position af

218
2w

See Ms Dolby's emeil dated 2 November 2006 to Lehman Group personnel al the conclusion of Phase
1 [FAY4/18848].
Mr O'Grady worked within the Financial Control Function of the Lehman Group.
[Ff¥3{1751).
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atiy level as the entity already has am excess of TII subdebt that exceeds the

leverage Iimits and the excess ix treated ag THY

[

To implement the various components of this change new subdebt agreemenis will
need io be execuied berween the new companies that are beiny incorporaled in

the company structure, we wifl provide copies to you on the standard F5A forms.”

{2)  On 6 Oclober 2006, Ms Huicherson sent a letter to the FSA setting out the
structure in detail. The letter also rcflected on the imminent introduction of
GENPRU:

“As we move towards ! Jaruary 2007 and prepare for the implementation of the
GENPRU & RIPRU rules. we have considered what changes we need to make to
the capital structure of the LBSH UK group. At the same time, and os o matter of

routine, our Tax department has reviewed the optimal group strurture for the

£ £ L BIPRCIATE O

purposes af tax efficiencies. "™

€3] The final approval tor Phase | of the 2006 Restructuring was reccived trom the
FSA on 30 October 200622, This stated that;

“Under the cuirrent niles, as set out in IPRU (INV) 10-63 and in the Approved
Forms of Subordingted Loan Agreements {forms [0.{ and 10.2), repayvinent vr
prepayment of such facilities in advance of the relevant repuyment date requires
the prior permission of the FSA. Therefore, please accept this letter as
confirmatinon of our permission for the proposed prepayments. This permission is
gramted om the understanding that the fociliies im gquestion will be
simaltaneonsly replaced with three identical facilities from LBH Pic fo LBIH 2
and from LBIH 2 to LBIE (ax described in your letter), and therefore the
prepayments will not have an adverse effect on the firm's UK capital strucrure”

{emphasis added).

Following some discussions as to the appropnate forms on which 1o draw the
subordinated facilities, Lhree agreements drawn up on Forms 10.6 and 10.7 of FSA

IH
21

[F/V3/17768-80].
[FfV31779).
[F/V3/1786].
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Standerd Formo 10 were execuled and daled | November 2006. These were forwarded 1o
the FSA on the same deie (Hutcherson 1, [78] [C/T&/86]).

In summary, the Fhase 1 arrangement (Dolby 1, [21]-[22] [CFT3/34-5]):

(1} bad the effect of reducing LBIE’s interest pbligations, as after the restructuring
LBIE bad an interest obligation on less suberdinated debt than bofore. 1t was
intended that by meking LBIE proGwbla on a cumulative basis, LB would be
able to access foreign tax credits previously trapped within LBIE. Once accassed,
these foreign tax credits could bo used to reduce LBIL's US tax lisbility,

{Z)  had the effect of ereating o tax loms in LBHIZ, because LBHI2 was now receiving
interest on only 52.8 billion of subordinared debt from LBIE, but owed interest on
$4.8 billion of subordinated debt. The tax loss in LBHI2 could be used to offset
tanable profits in the UK fan group (which in tum resuited in a reduction of
LBHT s consolidaied ovemnll profil from a US @x perspeclive).

LBHI2 Sub-Debt: Terms

281,

The differemt wanches of LBH12 Sub-Debt were all dravm up on FSA Standard Form 10,
Accordingly, the LBHI2 Sub-Debt iy in maerally the same form as lhe PLC Sub-Debt,
with some immaterial differences.

LBHI2 Sub-Nates: Backgroand

2007 Restructuring

282,

rix N

The Lehman Group underwent a further restructuring i mid-2007, (he objective of which
was to rcduce LBHI's consolidaied overall profit and loss chorge from a US tax
perspective (“the 2007 Restrocturing” 2%

By Jlanuary 2007, the subordinawed debt oxtended 1o LDII2 had increascd to
gppreximately $7.1 biltion through dmwdowns on the LBITI2 Sub-Deln facilities. The
reasim for the increase was that the business in Europe had grown considersbly, resulting
in the nced for LBIE to increase i regulatory capital to suppert its growing business
(Molby 1, [30] JA/TI/30]).

n

Dulby |, [20] |C/T3/36),
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There were two parls to the 2007 Restructuring that occurred around the same time. The
first part involved Lhe replacement of part of the LBHIZ2 Sub-Debt with the $6.139 billion
quoted Eurobond issued by LBHIZ, i.. the LBHI2 Sub-Notes, The second part (which is
not relevant to these procecdings) involved the replacement of further subordinated debt
borowed from LBHI2 by LBIE with preference shares (Hutcherson 1, [31] [C/T6/86]).

The 2007 Restructuring was intended to secure & discrete US ax benefit. Tt involved re-
routing part of the Lehman Group subordinated debt through two new Scotlish
partnerships established outside of the regulatory chain (Hutehezson 1, [82] |[C/T6/B6]). A
Scottish limited parinership (which was ulimately cwned by LBHI) would be viewed as
a “tax transparent entity” for UK tax purposes, such that it wnwld not be subject 10 any
UK 1ax on any interest which it received (Dolby 1, [32] [C/T3/34]). However, by rreating
the Scottish limited parmership as a corporation for US tax pusposcs, and by meking an
APB23 election on it, to the extent that the Scottish limited perthership did not repatriate
its profits to the US, the interest income in the Scottish limitexd partnership would not be

G . N w4 £Aan e paans
subject io any curveni year U3 tax exther {Doiby 1, [33] jC/T3304).
T

The process for pkriiging and impiementing the 2007 Restructuring was similar 1o that for
the 2006 Resnucb;\‘.e;l:-';:ng. It was a cross-tdepartmental efforr, and within the UK it was
overseen and coordirated by Ms Dolby in the European tax department (Hutcherson 1,
[80] [C/T&/86]).

As with the 208% Resmucwring, the central Lehman Group team on the 2007
Restructuning waséé%poud of rax, regulatory, compliance and legal Sarah McMortow
assisted with theTigal aspeets of the project (Dolby 1, [40) [C/T3/37-8]), and Mr
Bowen/Ms Hutcherson were invelved from a regulatory/compliance perspective.

Relinancing the LAHI2 Sub-Debl

288,

289.

On 26 March 2007*¥, Ms Dolby emailed Mr Bowen stating that “/cfurrently 36.739%n of
T2 ¢1.339bn) and T3 (4.8bn) subdebt flows down chain to UK Holdings. My intention
would be 1o convert this 56.13%bn into the hybrid rote issued by SLP2/1."

Ms Dalby recalls a subscquent mecting with the regulatory capital team (i.e. Mr Bowen
and Mark Richardson) in early April 2007 o discuss how much of the LBHI2 Sub-Detd
should be replaced by the LBHI2 Sub-Notes. Mr Bowen recommended to Ms Dolby that

[F/V4/1892].
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¢. 36 billion of the LBHI2 Sub-Debt be replaced (though she decs not recall the reason)
(Dolby 1, [35] [A/T3/37]). As set out below, the issue of ranking and priorities was not

discussed

As a result of this, Ms Hutchersom wrote a letier to the FSA which referred to the LBHI2
Sub-Notes discharging “ 3/ 339 brllion under ity long term subordinated debt facility and
$4.8 billion under its short term subordinated debt fzcility” (Dolby 1, [49] [C/T3/49]).2%

As set out in Ms Dolby’s memorandum of | May 20072 there remained some $1,3
billion of the LBHI2 Sub-Dcbt which was not refinanced (Dolby 1, [47] [C/T3/38-9]).

: Repulatory Approval and Subonlination

Ms Dolby instructed A&O to drall the LBIII2 Sub-Notes and to obtain the regulatory
approval for them. A&() misunderstood the transaction to be a 100% refinancing of the
LBHI2 Sub-Debt (rather than a substantial refinancing of circa 36 billion of it). As Mr

Miller states in his evidence, he was not aware at the time of any subordinated debt of

LBHI2 which would remain in existence and would co~exist with the LEHI2 Sub-Notes
(Miller 1, [36]-[37] {C/T1/9]).

The regulatory approval and execution of the LBHI2 Sub-Notes ingluded the following
steps by A&Q:

(1} Ms Dolby (Dolby 1, [50] |C/T3/39]) explains that A&D were first instructed by
Mz McMomow on 30 March 2007, and then again by Ms Dolby on 2 Apdl. The
instruction was that “the direct parent of LBIE. LB Holdings Intermediate No 2
Ltd, will ixsue a quoied Furabond to replace ifs current subdebt Liahility”. My
McMorrow noted that “! 't gssunsing by transferabie Jackie fust meons it can be
transferred between Lehman entities”. This rellected the fact that, ag pan of the
Lehman Group’s regulatory capital structure, it was never intended to transfer the
LBHI2 Sub-Notes outside of Lhe group.

(2  Ms Dolby explains (Dolby 1, [5¢] [C/T3/39]) that A&O were instructed to
produce a regulatory opinion to confirm that the LBHI2 Sub-Noles complied with
the regulatory capital requirements of GENPRU: “Subordination: Likely to be
Lower Tier 2 {but will need an A&Q reg apinion vn iy which [ can foliow up

215
248

See Ms Hukcherson's letier dated 12 April 2007 {F/V4/2045].
[FIV42096-8|.
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o#)”. Since the LBHI2 Sub-Notes were dated, the relevant regulatory capital
requirements were those for LT2 capital (Miller 1, [40]-[41] [C/T1/10]), and
A&O preduced an opinion confirming that the LBHI2 Sub-Notes would qualify
as LT2 capial under the relevant rules (Dolby 1, [51] |C/T3439)).

(3 Ms Dolby confirms that A&Q did not provide any confirmation en
insolvency/priority issues {or the relative ranking of the LBHI2 Sub-Debt and the
LBHI2? Sub-Notes) (Dolby 1, [52]-[33] |C/T3/39-80]); see aisa Waterfall | per
David Richards J, at [48]*%). This was not a scenario that anyone considered or

contemplaied (ibid.). So much has been confirmed by:

(a) Ms Hutcherson (Hutchersen 1, [20]-[91] [C/T6/88-89]). who remembers

no discussions in the cross-departmenial tcam 1o this cffect.

(b) Mr Miller (Miller 1, [46], [48] [C/Ti/11-12]), who did not realise that
some of the LBHI2 Sub-Debt would continue to exist, and did not address

the “refative ranking” of subordinated debt ar all.

In this regard, on 1§ April 2007%%, A&Q circulated (i} 2 Procedures Memorandum; (ii}
MNote Purchase Agreement; and {iii) drafi Board Minutes for the Tssuer.

Unger the Note Purchase Agreement, the initial purchaser of the LBHI2Z Sub-Notes was
PLC {so that PLC held, albeit for a scintilia temporis, bath the LBHI2 Sub-Debt and the
LBHI2 Sub-Notes). The drafl minutes noted that the issuance of the LBHI2 Sub-Notes
was ‘for the purpose of strengthening the regulatory capital base of the group and paying
off existing loans of the Company.”

The same day A&O circulated the draf opinion® confirming compliance with
“GENPRU requirements for LT2". The opinion was finalised on 30 April 2007 and was
addressed to LBHI2 for the attention of Ms Dolby. [n relation to this:

(1} The opinien constituled the confirmalory opinion for the purposes of GEMPRU
2.2, 15%12y

“There is no evidence te suggest that anpore in the Lekman Brothers group gave any consideration to
how these provisions would operate in the cvent of an insolvency...and indeed the recollection af
several wilnesies in interviews whick have been conducted suggests thal it is highly ualikely that any
such cansideration was givea™.
[FV4/2061-2074|.
[FV4{2077-2080].
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V4 It confirmed that the LBHI2 Sub-Notwes complied with GENPRU 2.2.159(1)-(7).

(3} Ag 1o GENPRU 2.2.159(1}, in paricular, it set out the rule (“the claims of the
creditors must rank behind thase of afl unsubordineted credirors™) and stated

“A& 0: confirmed. This is contained in Condition 3" (emphasis added)™",

In relation to Condition3, Mr Miller has confirmed, having been asked by the LBHI2
Joint Administrators’ legal representatives in corespondence in in November 20167,
that the drafling also reflected a preference within the regulatory team at the Lehman
Group for flexibility {reiterated in Miller 1, [48] [C/T1/12]).2% The drafling preserved the

ability Lo issue a layer of subordinated debt sitting above the subordinated notes.
ovals

On 12 April 20072 Ms Huicherson wrote to the FSA © explain the group’s plans
“regarding changes io the route by whick LBIE sources some of iis regulatory capitai”,
and that the 2007 Restructuring was driven maialy by US tax efficiencies {“the proposed
changes are baing driven largely by US tax efficiencies and we believe should have no
adverse regulatory conseguences”).*™ The letter also stated that “$4.8 biflion of the tier 3
capital in the UK consofidated group wiil be replaced with a corresponding $4.8 biliton
of tier 2 capital™,

Tax Advice/Clearance

Given the 2007 Restrucluning was tax=driven, the Lehman Group meceived detailed tax
advice from both Pw(C and A&O. In summary:

(1 Om ot around 17 May 2007, PwC emailed Jackie Delby detailed UK and US ax
opinians. The UK tax opinion (the “PwC Memorandum™)*'* concluded that the
LBHI2 Sub-Notes should be treated as debt and not equity for UK Lax purposes.

* The PwC Memorandum also concluded that interest paid by LBHIZ to SLP3
would be considered Lax deductible for UK corporalion tax purposes.

IF/V9/5246=T]. As to this exchange see Howell 2, [35] |AT2/18].
As set out above, this preference within the Lehmer Group for (exibility forms pant of the faciual
matrix, being knowledge reasonably available to both panties to the transaction, and which is relevant to

259,
m |F/VAI207H).
n
1z
the issue of interpretation.
m [FV4/2044-8].
a4 Sce also Huteherson 1, [87] [CYT&BT).
35

Dated 31 May 2007 jF/V52391-1492].
B8



300,

i
—

» A&D's tax advice dealt with points of US law.

Ms Dolby also sought and obtained tax arbitrege clearance from HMRC in relaton to the
2007 Restructuring®*. Iu this context, she explained to HMRC that under the refinancing
the amount of debt funding available to the Lehmen Group would be the same, end the
LBHIZ2 Sub-Notes would be under the same ierms and ¢onditions as the LBHI2 Sub-Debt.
Ms Dolby wrotc:

“ds the proposed transaction does not displace or alter the existing amount of debt
Sfrarding to the UK group it would seem that 1o comparison needs to be made here; the
same loan umount is in place before and after the transaction and fulfils the sume

purpase — that of providing capitaf to support the general UK business activities.

The loan was made for the same amount, and under the same ferms and conditions prioy

1o the insertion of the hybrid entity™ (emphasis added), >’

In short, to achizve the tax objectives that were the core driver of the 2007 Restructuring,
it was unnecessary for the Lehman Group to change the relative rankiug of its dated
subordinated debt, nor would that have been necessary to achieve the regulaiory purpose

of the transaction.

Transfer to SLP

302,

303,

The LBHI2 Sub=Notes were initially issued by LBHIZ to PLC. They were then
transferred up 1he group from PLC 10 LBUKH and then to LBLIS and finally 1o LBDI by
way of in specie repayments of the subordinaled debts that were being refinanced. ™ This
was because the LRHIZ Sub-Notes were “in effect replacing some of the core sub-debr
that was coming down the chain®. *** The LBHI2 Sub-Notes were then contributed by
LBDI (as general pariner) to SLP2 and then to SLP3, in renarn for bybnid notes issued by
5LI2 and SLF3 respectively (Hutcherson 1, [88] [C/T6/88]).

As she had done with Lhe 2006 Restructuring, at the conclusion of the process Ms Dalby

sent an email thanking various individuals within the Lehman Group for the “completion

237

238
i

See Ms Dolby's letter 1o HMRC dated 30 March 2007 [F/Y4/1897-1909].
See Ms Dolby's letter to HMRC dated 30 March 2007 [F/V4/1905]. Sec also the email of 12 March
2007 from Huw Lees to Susan Her where he asked 1o see the zpreements between LBIE and LBHI2 so
that “we can mirror the ferms of the note agreemenis we are working on™ [FIV4/1882].
Sex Dolby Intervicw, page 13, lines 12-18 [C/T21/276].
See Dolby Interview, page 13, lines 12-13 [C/T217276].

o0

of the project to refinance the UK grotp subdebi. This brings to a close o 4 month project
to create a lax efficient funding structure that will result in an ongoing tax benefit of c.

$200m per annum "%,

LBHI2 Sub-Notes: Terms

304, The LBHI2 Sub-Notes were issued in the amount of $6.139 billion by way of an OfTering
Memorandumn dated 26 Aprnil 2007,

305, As sel oul above, as the aim was partially 10 refinance existing subordinated debt, the
LBHI2 Sub=Notcs were mitially issued to PLC, and subscquently wansferred “up the

chain” via a series of transfer agreements.
306. The LBHI2 Sub-Notes were not drawn up on FSA Standard Form 10:

(1} This was becanse of the regulatory change pursvant to which GENPRU had come
into effect on 31 December 2006, which meant that standard forms were no

longer required.

(2} Accordingly, the PLC Sub=Notes would not have been a nailural precedent as they
were based on an adepled version of FS5A Standurd Form 14 A&O used a
precedent that complied with the requirements for LT2 capital under what was
now GENPRU (Miller 1, [43] |[C/T1/10-11]).

307. The intemion to achieve a regulatory purpose is plain on the face of the LBHIZ Sub-
Notcs: see e.g. Condition 1 {definition of “FSA™)*!; page 1 of the Offcring Circular™?;
and page 14 of the Offering Circular, which states that their aim is o “strengthen the
regulatory capital base of the group of campanies in which it operates, to pay off existing

{oans and for general corporate purpases™?,

308. The relevant suhordination provisions of the LBHI2 Sub-Nates were structured in
matetially the same way w FSA Standard Form 10 and, consequently, to the LBHI2 Sub-

B See Mz Dolby's email to Lehman Group persornel dared 2 May 2007 [F/V4/2278-9].
0 [ET4/53).
“Under the existing terms of the {FSA]. the Isswer may nof redeem or purchase any Notes priar fo their
maturily date unless the FSA has given its priar consent™ [EST4/50].
B [ET4/43].
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ans.

Debt. Once the ‘Senior Creditors” have been paid in full, SLP3 is eatitled to prove in
respect of the LBHIZ Sub-Notes.

Condition 3(a) provides:**

“f..] The rights of the Noteholders against the Issuer in respect of the Noter are
subordinuted in right of payment to the Semior Creditors (us defined below) and
accordingly payment of principal in respect of the Notes is conditional upon the Issuer
being salvent af the time of, and immediately after, such payment, and greordingly no
such amount whick would otherwise falf due for payment shall be payable except 1o the
extent that the Issuer could make such payment and stifl be solvent immediately

theregfter” (emphasis added),

Solvency Requirement

310,

Whether or not an insolvency process has begun, the solvency condition referred to in
Condition 3{a} must be satisfied. Condition 3(h) provides that LRHI? is “sofvens™ i (i} it
is able 10 pay its debts as they Fall due and (ii) its *Assets’ exceed ity “Liabilities™ othet
than its “Liabilities” to persoms who are nol “Senior Credilors™. In shorl, payment of any
amount of the Notes is conditional on LBHI2's ability to pay its “Senior Creditors” in

full,

“Liabilities", “Senior Liabilities™, *Subordinated Liabilities", “Excluded Liabilities™

1L

The relevant lerms are defined as follows:

(1} “Liabilities”™ *** are defined to mean “all present and future sums, liabilities and
cbligations payable or owing by the lssuer {whether actual or contingent, jointly

or severally or otherwise howsoever™.

(2} “Senior Creditors™ are defined to mean “creditors of fLEHI2{ (1) who are
unsubordinaied creditors of (LEHI2} or (i) who are subordinated creditors of
{LBHI2} other than those with whose claims the claims of the Noteholders are
expressed to rank pari passu and those whose cluims rank, or are expressed o

rank, pari passu with, or junior to, the claims of the Noteholders.”

e
245

[EST4/55).
This is the same definition of “Liabilities™ as is used in the LBHI2 Sub-Debt.
161

312,

The “Senior Creditors" are therefore all unsubordinated and subordinated creditors other
than sever] defined categories of subordinated creditors, including those who rank or are
expressed 10 rank pari passu, or those who rank or are expressed o ok junior (and, ag
sct out below, “Senior Crediters™ include subordinated creditors that arc not cxpressed to

rank nor do rank either gz passy with or junior to the claims of the Noteholders).

LBHIZ Sub-Notes were neither publicly available nor intended to be traded

313,

314,

315.

316,

The LBHI2 Sub-Notes were listed on the CIEX, The LBHI2 Sub-Notes needed 1o be in
the form of a quoted Eurobond listed on a recopnised stock exchamge. This was
specifically because interest payable on such instruments would not be subject to UK
withholding 1ax and so would be paid gross (Dolby 1, [37] [(YT3/37]}. As to the choice
of the CISX itself, Ms Dolby explained that this was “because it had a light touch on

filings, ete."H

Ms Dolby confirmed in her interview that il was never the intention that the LBHIZ Sub-
Notes should be mensferred on the CISX.?* That would have defeated the purpose of the
2007 Restructhuring. Instead, the Eurobond was to be held and transferred within the
Lehman Group rather than issued into the market {Miller 1, [37] [C/T1/9]). As Ms Dolby
has confirmed “This was an internal strucnire”.>* That also appears to have been Ms
McMorrow’'s understanding, when she wrote to A&Q “F'm assuming by transferabie
Jackie fDolly] just means it can be transferred between Lehman entities ™ (emphasis
added).

Further, the LBHIZ Sub-Notes were registered in definitive form and not on a clearing

system and so were not readily wadable **

Moreover, despite being listed on the CISX, it was clear to the lawyers at A&O that at
least the terms of the amended LBHI2 Sub-Noles would also not be publicly available:

(1} On 26 June 2008%", Mr Grant of A&O enailed the partner engaged on the case,
Anne-Claude Mozel, stating that the amended terms would need to be emailed to

288
1

21

Fill

See Jackie Dolby Interview, page 12, lines 31-32 [C/T21/175].
Fackie Dolby Interview p. 13, lines 1-2 [C/T21/275].
Tackie Dolby Interview p. 13, line 6 [CFT217175].
Ms McMorrow's email 10 Stephen Miller dased 30 March 2007 [F/V4/1895].
Mr Miller explained 1o Mr Bamett, of Dentons, in his email of 22 November 2016 (hat " Deffaitive
registered form as the FRNe will be held intragroup and thivs Lekman would moke a saving on custody
Sees whick they would have had ta incur i they held the FRN: in a clearing xystem” [FIVH5247).
[FIV&3100).

162



lhe C1SX with a number of supporting documents. He added “fr shouid be made

clear that this is not for public announcement "

(2}  On 3 September 2008*, Mr Grant emailed the CISX, anaching the amended
LBHI2 Sub-Motes and stating in his covering email: */ was tofid that it would not
be mode public but stored in your internal records. Please ensure that this is the

-

case,

Ranking Analysis

LBHI2 Sub-Debt: pari passa inter se

7

318.

318

320.

The LBHI2 Sub-Debt ranks pari passu inter se for the same reasons as sct out above in
relation to both the renking of the diflerent iranches of PLC Sub-Iebt among themeelves,
and the PLC Sub-Notes among themselves, This is notwithslanding that none of the
LBHI2 Sub-Debts refer to any other.

Significantly, PLC agree with this conclusion, albeit they do not stale iheir
reasoning/analysis: PLC PP, [38] [A/T7/106].

A conclusion that the LBHI2 Sub-Debt did not rank parf passu would lead to a parent
commergial absurdity: the three LBHI2 Sub-Debls were entered into on the same day
between the same parties (LBHI2 and PLC).

However, to the extent that GP1's theory that debts drawn up on FSA Standard Form 10
cannot rank pari passy with olher subordinated debt is correct, Lhen it would of course
follow that, in relation (o the i.HHI2 Ranking Issue, the LBHI2 Sub-Notes would rank
senior © the LBHI2 Sub-Debt because the latter would be incapable of ranking pari
pissu with anything and Lhus fall to the “battom of the pite”.

LBHI2 Sub-Debt and LBHI2 Sub-Notes rank pari passu

321,

SLP3's position is Lhat the claims ol SLP3 in respest of the LBHI2 Sub-Notes rank for
distribution pari passu willl the ¢laims of PLC under the LBHI2 Sub-Debt: see Joint PP,
[23]-|24] |A/TS/69-70); and Reply PP, [40]-]42] [A/T10/194-196]. In summary:

252

[F/V6/3487]
103

(1} The operative subordination provisions onder the LBHI2 Sub-Debt and the
LBH12 Sub-Notes are structured in mateerially the kame way.

2) On a proper construction, the LBHIZ Sub-Debt and the LBHIZ Sub-Motes are
subordinared behind the sume “Senior Lishilides™/Sepior Creditoes™

(H SLP3 is eotitled to prova for the full nominal amount of the LBHIZ Sub-MNotes at
ths same time as PLC is entifled to prove i respect of the LAHIZ Sub-Debx.

4) By operation of the 2016 Rules, SLP3's claims in respect of the I BHIZ Sob-
Notes and PLLC's claims in respect of lhe LBHI2 Sub-Debt rank pari passu ond
abato in equal proportions.

SLP3: Ordinary Meaning

322,

3

The ordinery meaning of the language nsed in both instruments is only consiatent with a
pari passu construction.

SLP3 makes rwo preliminary poine 1n relation fo the wording of the LBHIZ Sub-Motes:

3 First, il should bc noicd el the “carve-outs™ or cxceptions in ilem (i) of the
“Senior Creditors™ definition are drafted in very broad terms. To the extent that
the LBHI2 Sub-Notes envisage “subordinated creditors™ that can rank senior, that
is a neutral point: thay also expressly refer 1o various categories of subordinatcd
creditors that can rank either pari pagsy with or junior to the LBHI2 Sub-Notes so
as to leave the teader in little doubt that Lhe “subordinated creditors™ ranking
senior 10 the LBH]2 Sub-Moles are 2 poiential catsgory.

(2)  Second, the definition of “Senior Creditors™ is in materially™ similar terms to the
definition of “'Semor Creditors™ in FSA Standard Form 5: “alf such persons whe
are: (a) unsubgrdinated creditors of the Borrower, or (b) subordinared credilors
of the Borrawer other than thase wiose elaims dre expressed to rank and do rank

pari passu with or juriar to the claims of the Lender”. As i Lhis:

(a) FSA Standard Formn 5 and FSA Standard Form 0 {on which the LBHI2
Sub-Debis were drawn) were required to meat the same scbordination

53

The anly difference is the use of “expreswd m rank and do rank pard pase™ (Form 5.1 and “exprevye
to rank pan passit and thove whase clatms rank ........ parf pagyu™ (LBHI2 Sub-Notss™).
104



324

requirement under the EU Directives, where the senior claims were those
of “afl other crediiars™.

(1)) FSA Standard Form 10 end FSA Standard Formm 5 relied on slightly
differing drafting technigues, but were intended to echieve (and did
ychieye) the same suhordination resuit,

() The subardination of the LBHI2 Sub-Notes to “subordinated creditors”
{subject 10 the broad “other thar” exceptions) is similar 1o the languags
used under FSA Standard Form 5, and the Court should adopt a unilomm

approach when construing the relevant subordination provision™!,

The stmcture and substance of the operative subordinarion provisions under the LBHI2-
Sub-Debt and the LBHI2 Sub-Notes are meterially”** the same:

[¢D) In order for the “solvency” condition under Paragraph 5(1)(b) of the LBHI2 Sub-
Debt and Condition 3(b) of the LBHIZ Sub-Motes to be setisfied, LHHI2 must be
ahle 1o pay ity “Senior Liabilities™/*Senior Creditors” in full.

(2) For the purposes of the LHHIZ Sub-Debi, the following are not “Senioy
Liabilites” which must be capable of being paid in order for the solvency
condition to be satisGed:

(1) Suobordinated “Liabilities” which rank or are expressed 10 mnk pan passy
wilh the different tranches of LBHI2 Sub-Diebt. This follows from the fact
the different tranches of LBHI2 Sub-Debt must themselves rank pord passw,
which 15 accepted in principle by PLC: see abave, at [317] to [320).

{b) Subordinalcd “Liazbilities” which arc “expressed fo..rank junior to the
Subordinuted Ligbifitfes” under the definiton of “Excluded Liebilities™.

[E)] For Lbe purposes of the LBHI2 Sub-Noles, the following are mot “Scnior
Creditors” who must be paid prior to the payment of the LAH!2 Sub-Ngles in
order for the solvency condition to be satisfied:

25
5%

See the seventh principle of contrachual consmuction referred b at [126] above.
In this regerd, SLE3 includes and relies on a comparauve (able sehing out 1o (he oparaive provisions of
the LAHI2? Sub-Debi alongside those of the LBHI2 Sub-Notes st Appendix B w this skeleton arpument
(“Appendix B"). The mble sl out in Appendiz B also scts out the operative provisions of the PLC
Sub-Debt aloppside the FLC Sub<Notes,

105

325,

326.

(a) Subordinated creditors whose claims “rank, or are expressed fo rank, pori
passu with...” the holders of the LBHI2 Sub-Notes. That much is steted in

item (i1} of the definition of *Senior Creditors™.

(b} Subordinated creditors whose claims are “expressed to rank.. junior ta” the
claims of the holders of the LBHI2Z Sub-Notes. That much is stated in itemn
(ii) of the definition of “Seniar Credilors.”

{4y For the purposes of the both the LBHIZ Sub-Debt and the LBHI2 Sub-Noles, the

“Scnior Liabilitics™ /“Senior Creditors™ which do require payment in pricrity are:

(a) The unsubordinated creditors. Thiys is stated expressly under ilem (1) of the
definition of “Scnior Creditors™ in the LBHI2 Sub-Notes. As to the
[LRHIZ Sub=Debts, despite not being stated expressly, it is necessarily
correct, it being a core purpose of the EU Directives that an instimtion’s
regulatory subordinated debt be subordinated to the claims of “their
clistomers and other stakeholders " (David Richards ) Waterfall T at [33]),
or as [PRU{INV) put it “figbilities and commitments to co 5 and

cownterpariies”.
(k) Statutory interest: Watertall I (Supreme Courl).
(c) Non-provable liabilities: Waterfall 1 (Supreme Court).

Fur the purposes of both the LBHI2 Sub-Debt and the LBHIZ Sub-Notes, the “Senior
Liabilities*Senior Creditors™ could also potentially include any subordinated senior
liabilities/credilors which (i) did not rank pari passu or wore not expressed to rank pad
passu with the LBHI2 Sub-Debl/LBHI2 Sub-Notes and {ii) which were not expressed to
rank juruor to the LBHI2 Sub-Debt/LBHI2 Sub-Notes.

The LBHI2 Sub-Notes expressly acknowledge a potential category of subordinated senior
debt in the definition of “Seniar Creditors™, subject to broad exceptions. In the LBHI2
Sub-Debt the definition of “Senior Liabilities**™ is drawn in very broad terms on the
basis of tbe ‘exclusionary’ mechanism so that the defintion “Senior Liabilities” could

similarly include a patential category of subordinated senior debt.

254

“Liabilities” is defined very broedly to inciude “aff present and fiture sums, fiabilities and obligations
payable or owing by tke Borrower (whether actwal or contingent, jointly or severally or otherwize
howsvever”.
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327.

128,

329,

In bath cases, this is a potential category which could have included, to the extent that
they already existed or were created at some point in the fulure, non-regulatory
subordinated debt such as commercial subordinated debt {see paragraph [44] above)
and/or could have preserved the flexibility to issue subordinated senior debt in the future
(see Miller 1, [45] |C/T1/11]); Mr Miller's email Lo the legal representatives of LBEI2's
Joint Administrators in November 2016,%*7 and the subsequent creation of “TLAC™

subordinated senior dett).

Significantly, PLC sppears 1o accept®™® that the subordinated “Senior Creditors™ category
could be direcied at fitire subordinated debt as well as existing subordinaled debt. This
mirrors Lhe position with e.g. the “Exciuded Liabilities”, which covld refer to firnre
subordinated debt where there was not existing subordinated debt in Lhat category al the
time of the debts ereation (see David Richards J in Waterfall I, at [75); LBLIS v LBUKH
at[16]).

Accordingly, the structure and substance of the subordination provisions under the LBHI2

Sub=Notes and the LBHI2 Sub-Debt is materially the same. In paricular:

nm In the LBHIZ Sub-Debt, the “Scnior Liabilities™ are all unsubordinated and
subordinaled “Liabilities™ ({and *“Senmior Liabilities” include subordinated
Liabilitics that neither tank nor are expreased to rank pari passu with or jumor to
the claims of the “Subordinated Liabilities™). The “Senior Liabilities™” are subject
to carve-oums, inciuding: (a) the “Subordinated Liabilities™ (i.e. the LBHI2 Sub-
Debt), (b} any other subordinated liabilities that either do rank or are expressed (0
rank pari passu; (c) the “Excluded Liabilities” (i.e. junior subordinated debt}.

(2) In the LBHI2 Sub-Notes, the “Senior Creditors” are all unsubordinated and
subordinaled creditors (and “Seniot Creditors™ include subordinated creditors that
neither rank nor are cxpressed 1o rank pari passi with or junior to the claims of
the Noteholders), The “Senior Creditors™ are subject to carve-outs, including: (a)
the LBHI2 Sub-Notes; (b} any other subordinated liabilities that either do rank cr

arc expressed to rank pary passi; and (c) junior subordinated debt.

258

Stephen Miller's email to Nigel Bamett dated 22 November 2016 [FIV9/5246=7|: “I d¢ nof recail any
specific discussion on the lapering poimt. The regulatory capita! team ot Lehman with whem we
waorked extensively Aad o preference for flexibiline and advised their clients similarly. [ think enlities
fike Halifar had similar layering allowed even if they never actunily used the optian. So it may be we
had ot prevailing atmosphere in mind when we prepared the conditions” (emphasis added}.

See PLC PP [47.2] [A/T7/108): “Hence. the subordination provisions in the LBHI2 Sub-Notes were
directed fo the existing swubordinated debt a1 well as to any future debos ™.

167

330,

3L

332,

In view of the symmetry and direct correspondence berween the subordinalion calegories
envisaged under the LBHI2? Sub-Debt and the LBHI2 Sub-Notes, the reasonable reader
would conclude that both the LBHI2 Sub-Debt and the LBHIZ Sub-Notes wers
subordinated at the samc level, Aor that they were somehow subordinated to cach other.
Further, the reasonable reader would conclude that the subordinawed *Senior Creditors”
did not refer by necessity to existing debt (i.e. the LBHI2 Sub-Debt) but referred 10

potential fidure subordinated scnior debr.
Thus:

n since they are both subordinated to the same “Senior Liabilities”/'Senior
Crediwrs”, PLC and SLP3 are precluded from proving until all “Senior
Liabilitics™ "Scnior Creditors™ (including statutery intcrest on senior ¢laims, and
non-provable liabilities) have been paid in full: see Waterfall | at [70], per Lord
Neuberger; Rule 14,40 of the 2016 Rules.

(2} PLC is e¢ntitled 10 prove in respect of the LBHI2 Sub-Debt at the same time as
SLP3 in respect of the LBHI2 Sub-Notes, and

(3 by operation af the 2016 Ruies, PLC’s claims and SLP3's claims rank parf passuw
and abate in equal proportions: see Rule 14,12 of the 2016 Rules.

Finally, the LBHI2 Sub-Motes were drafted at a lime when the LBHI2 Sub-Debt was

koown to exist (at least, by the Lehmen Group decision-makers®™

). Despite this, the
LBHIZ Sub-Notes and LBHI2 Sub-Debt do not cross-rcfor to each other in any way 1o
suggest subordination of ane w another. That is a furher strong indicator that there was

no intention to subordinate ene to the other, and that they rank per passu.

SLP2: Factyal Matrix/Commercial Considerations

ERED

The Pari Passu Construction above is the only construstion consistent with the objective
purpose of the instruments and which mekes sensc against (he relevant background that

would have been reasonably available to their relevant audience.

The evidenee of Mr Miller is that the LBHI2 Sub-Netes were drafted in ipmorunce of the continued
existence of the LBH2 Sub-Debt: Miller 1, [36] [C/T1/9].
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334,

335,

The Court is entitled to and should consider the full factual matrix available to Lehman
Gmoup entities: this is not a case where the Court should give ither limited or no attention
to the available background. In relation to this (Reply PP, [13] [ATI10/L79):

(1} The “audience™ for the LBHI2 Sub-Notes and to whom the instrament was
addressed was the Lehman Group™, and only the Lehman Group. It was not

cnfities operating in the ouside world.

(2} This is consistent with the evidence of the key decision-makers that there was
never any intention o ransfer or assign the LBHI2 Sub-Notes ouside of the
Lehman Group, Ms Dolby confirmed in her interview that “to my knowledge
there was never an infention to transfer it out of the Lehman Group™ (page 13,
linc 1). That is unsurprising in view of the LBHI2 Sub-Notes' slatus as regulatery

capital.

{3}  The LBHIZ Sub-Notes were deliberately listed on the CISX?*! in order 10 be a
quoted Eurobond. The documents cleatly show that this was for withholding tax
reasons only: and not because there was an intention to trade the Eurobond
{Dolby 1, [37] [C/T¥3T]).

(4} The terms of the LBHI2 Sub-Noles were not public, They were stored in the

exchange’s internal records: see above [313] to [316).

(5} This was not a case {¢.[. Re Sigma Finsnce) of a mulli-party agreement securing
multiple ercditors/stakcholders over a long duration.

(6} [n the circumstances, the Re Sigma Finance cases are distinguishable and this is
not a case where the facmual matrix should be limiled in the manner in which the

other parties contest.

The factual matrix overwhelmingly supports a pari passy constuction. SLP3 rely on the

following:

Fil

Indeed. the only other parties to the LBHI2 Sub-Notes before SLP3 were other Lehman Group entines,
as Lthe instrument was passed “up the chain™ w pay down the pre-existing subordinated debt. It is no
stmall irony that the first entity w hold the LBHI2 Sub-Notes, albeit for a yeinfiffa temporis, was PLC.
The necessary logic of PLC's position on the LBHI2 Application is that, dedng thal seimiila femporis,
it held two very subsiantial subordinated debt instruments, but that they did not rank pari pasar in any
inscivency of LBHI2.

The disclosure shows that, prior to the evenrual listing on the C13X, the original plan had been to lisi
the LHHI2 Sub-Noles on a stock exchenge in the Cayman lslands. To that extent, the listing was for
synthetic purposes only: there was no intention to tade or transfer,
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48} The principal purpose of both issuances (which is clear on their face) was
regulatory. In both regulatory phases {the 2006 Restructuring end the 2007
Restructuring) the core regulatory requirement applicable 1o subordinated loan
capital was subordinetion bchind the claims of ‘el other creditors™ and not 10
other regulatory subordinated debt: see Waterfall [ and LBLIS v LBUKH at [16].
Accordingly, it would play no meaningful regulatory purpose to subordinate one
of the LBH12 Sub-Debt/LBHI2 Sub-Notes w the other.

04} The other key purpose of the LBHI2 Sub-Notes was to obtain 2 US tax benefit. 1t
was no pan of that purpose to aflect Lhe relative prianities of the subordinated
debis. The mechanism by which the tax bemelit was obtained was conversion of
the subordinated debi into note form and the wansfer of the subordinated debl out
of the cxisling structure (o an allemative structure (i.e. SLPJ and its associated
sub-group): there was no need to address priorities in insolvency in order to

obtain that lax benefit.

(3} To achieve these purposes, the issuance of the LBHI2 Sub-Notes partially
refinanced the LBHIZ Sub-Debt on matenally the same commercial terms,
including the same interest rate/coupon (LIBOR plus 32 basiz points). The
refinancing purpose is clearly stated on the face of the LBHI2 Sub-Notes™?, It is
common ground with PLC that prior to the refinancing the LBHI2 Sub-Debts
ranked pari passw. There is na indication in the language of the LBHI2 Sub-Notes
that in partially refinancing the LBHI2 Sub-Debt on the same commercial terms it
was afso allering the slatus que on ranking. That, however, 1s the case PLC must
make out given its acceptance that the parially refinanced LBHI2 Sub-Debts
ranked pari passu.

(4} The IPRU(INY) regime, specifically refercnced on the face of the LBHI2 Sub-
Debt, is relevant regulatory background to the LBHI2 Ranking Issue. Like the
LBHI2 Sub-Notes, FSA Standard Form 5 under TPRU(INY) also employed a
drafting technigue by which he “Senior Creditors™ were the “unsubordinated
creditors” and “subordinated creditors...other than” certain exceptions. It would
be surprising il an FSA prescribed form had the objective meaning of generally
subordinating dated regulatory subondinated debt to other dated reguiatory
subordinated debts given its specific regulatory function, This in itsclf suggests

nd

See Offering Circular, page 14 stating the purpose as including “fe pav off existing fvans ™ [EST4/63].
110



336,

33T,

that the other Respondents are seeking to anribute an import to Lhe wording of the
“Senior Creditors™ which a reasonable reader would not ascribe to them against
the regulatory background,

{5)  The insolvency of ke Lehman Group and the relative priorities of subordinawed
debts were not in the comemplation of the parties (see Dolby 1, [52]-]53]
[C/T¥39-40] and David Richards J in Waterfall I ar [48]), and there is oo
evidence that anyone within the Lehman Group wanted ooe to renk senior to the
other. The mrong inference iz that there was na pnrpose to the mensactions other
then to cnsure the ranking of subordineied creditors behind the firm's general
creditors {consistent with the overriding regulatory objective of bath IPRU{TNY}
and GENPRU).

G} The materials show that it was suanderd market practice Tor Tier 3 and LT2 dated
sulrordinated debis to rank pard passu: see abeve at [102] to [107], In this context,
PLC refer to and rely upon the Tier 3 status of the LBHI? Sub-Debt {PLC PT, at
[51.4]) [AT713)).

The subordination mechaniam wsed in the LBII2 Sub-Notes was reflected by other
entities within the market place st the time {(Milier 1, (45] [C/T1/11]). So much i5 clear
from publicly available materials; sae the daled subordinated notes ingtruments issued try,
for example, Anglo [rish {2004) and Standard Bank Plc {2008).

There was ng commercial mhonalg w subordinme the LAIHIZ Sub-Debt w the 1 BHI2
Sub-Notes or vice wverse: and & relevant decision-maker has confirmed Lhat relative
insolvency prionties farmed no part of the commercial considerations underlying the
2007 Restructuring (Dolby 1, [52]-[53] [C/T3/39-401).

Other Resporidents® Ordinary Meaning Arguments

PLC

338,

PLC addresses the ordinary meaning of the LBHT2 Sub-Noles at PLC PP, [40]-[48)
|AT106-110]. Tt relies on two poims (at [41]): (a) the different wording of the
strumenis; (b) the timing of the issuance of the ingtruments.

(B3}

339,

As a threshold point, PLC's construction does not construe the LBHI2 Sub-Notes
subordination provision as a whole, and omits key words (Reply PP, [38]-[39)
[AT10/193=4]):

(1} The definition of “Senier Creditors™ under Condition 3(b) consists of: “creditors
of the Issuer (i} who are unsubordinated creditors of the Issuer or (i) who are
subordinated creditors of the Issuer other than rhose with whose claims the
claims of Noteholders are expressed to rank pari passu and fhose whose claims
rank or are expressed to rank, parl pasyu with, or junior to, the claims of the
Noteholders”.

(2} PLC repeatedly misdeseribes the operative subordination provision. For example,
PLC says that “the LOHI2 Sub-Notes are subordinated to Senior Creditors, whe
comprise (@) all unsubordinared creditors and (b) subordinated creditors save
those expressed fo rank pari passu or junior” (at [43]), and that the LEHI2 Sub-
Notcs contain “an expression of junionty o afl subordinagied debt subject only to
the qualification or exception of subordirated debt which itself is expressed o be
Dpari passy with o junior to the LBHI2 Sub-Notes™ (ibid).

€3} Creditors “whose claims rank..pari passu with..the claims of Noteholders™
(without expressing themselves to be pari passu) are omited because they are
incompatible with PLC's approach to the priority issue, which requires a
subordinated debt to “express™ itself to mank pari passu in order to fall within the
“other than. ..” language (“the LBII2 Sub-Debt daes not corry the necessary
expression required to satisfy the gualification in the LBHI2 Sub-Notes™: sec
PLC PP [46]).

(4 However, this fails Lo deal address the [aet the two regulatory subordinated debis
in this case simply rank pgri passu, given that they are subordinated to all of the
same “Senior Liabilities™/"Senior Creditors™.

(5}  PLC's approach is also inconsistent with PLC"s acceptance that no one tranche of
the LBHIZ Sub-Debt contains an express contractual exprassion that it ranks pari
passu with another tranche of LBHI2 Sub-Debt: and yet the tranches do rank pari

passu (even if not expressed to).



3 PLC's case elides the distinction that is expressty drawn on the face of the LBHI2
Sub-Notes berween debis expressing themselves to renk pari passy and debts
ranking pari passu {without ¢xpressing themselves to be pari passw) and fzils to
accord meaning to the operetive subordination language in the LBHI2 Sub-Noftes.

340.  Puning this to one side, the PLC analysis is also wrong in several other respecls.

“Different Wording Argumeni”

31, First, contradicting its own conclusion that the LBHIZ Sub-Debts rank pari passi among
themselves (PLC PP, [38] [A/T7/106]), PLC says {incorrectly} that the LBUIZ Sub-Debt
does not allow for the possibility of ranking pari passi with other subordinated debt (PLC
PP, [45] [A/T7/107]). This is wrong for the rcasons alrcady set out in relation to the PLC
Ranking lssue: see above at [211]-[225].

342, Second, PLC says that the smucture of the LBHI2 Sub-Debt and LBHI2 Sub-MNotces is not

materially the same, becanse the LBHI? Sub-Debt does not provide for subordinared

LAUST WD LOnas LD 2 ool proviin 10T

senior debt (PLC PP, [43] [AfT7/106=7]). This too is incorrect:

(1} As set oul above, the subordination provisions in the two instruments arc
substantially the same and both subordinate to subordinatzd senior debt.
Crucially, it is nol possible to identify a calegory of “Liabilities” which is a Senior
Liability/Creditor for the purposes of one instrument but not the other. It follows
that the instruments are subject to the same “Senior Liabilities™/Senior
Creditors™ and, therefore, there is no expression of ‘juniority” in the LBHIZ Sub-
MNotes.

(2 The only difference berween the language of the two subordination provisions is
that the LBHI2 Sub-Notes define the “Senior Creditors” as all “unsubordinated™
and “‘subordinated creditors...other than...”, whereas the LBHIZ Sub-Debt
defines the “Senior Liabilities™ as all “Liabilities™ subject to broad carve-outs. As

1o this:

(a) The difference in wording is immaterial: both adopt an “exclusionary™
approach to defining “Senior Creditors™/ “Senior Liabilities”, both of
which are capable of including subordinated semior liabilities, and any

difference does not convey an alteration of ranking.
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) This is supported by the fact that FSA Standard Form 10 {on whick the
LBHI? Sub-Debts are drawn) and F5A Standard Form 5 (whose
definition of “Senior Creditors” is materially similar to the LBHI2 Sub-
Motes) respectively employed the “differing™ wording PLC sceks to rely

on, but on any view Lheir subordination effect was the same.

“Timing Argument’”

343,

As to the “Giming” point (FLC PP, [47.2]-[47.3] |A/T7/108) PLC argues that; by the time
the LBHI2 Sub-Notes were issued, the LBHI2 Sub-Debt was already in existence; the
subordination provisions in the LBHI2 Sub-Noles were direcled to the existing
subordinated debt as well as to any future debts; and in that context, the reasonable
infercnce to draw is that the drafling of LBHL2 Sub-Notes reflected “an acknowledgment
of juniority to the existing LBHI2 Sub-Debr (LBHI2 5 only other subordinated debr)”.

This analysis is misconceived,

(1} PLC assumes wrongly that, for the LBHI2 Sub-Debt t0 be included in the
qualification to the definition of “Seniar Creditors™ in the LBHI2 Sub-Notes, it
had to be identified by name and datc.

2} PLC accepts that the subordination provisions in the LBHI2 Sub-Notes were also
directed “70 any finure debts™ (PLC PP, [47.2]). That is an imponant concession.
PLC then goes on o drew the incomrect inference {at [47.3]) that the words
“subprdinated creditors” in the definition ¢ould enly reflect an “gcknowledgment
of juniority” 1o PLC's cxisting regulatory subordmated creditors as opposed to
permitting flexibility for the future, In this regard, the evidence before the Court is
that the general preference of the Lehman Group was to look ahead to the
possibility of ereating further layers of subordinated senior debt in the furure: sec
Miller 1, [45], [48] [C/T1/11-12]. Moreover, the definition had to have regard to
the possibility of existing non-regulatory subordinated debt, such as commercial
subordinated debt. There is no basis to conclude that “subordinated” in the
“Senior Creditors™ can oaly refer o existing, and not future debi (not least

because it js inconsistent with PLC’s injtial concession).

(3} PLC assumes wrongly that if the draftsmen of the LBHI2 Sub-Notes had wished
to ensure that the LBHI2 Sub-Debt fell within the qualification o the definition of

“Senior Creditors™, they could easily have said so. This is misconceived:
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{a) Firsy, what the dmRsperson might or might not have donc o make the
position clearer is irelevant to the exercise of construction {Charpnpton v
Wooder [1914] AC 71, 82),

{b) Second, this puts the point the wrong way around. The cormect starting
point is that the LBHI2 Sub-Notes were issued to refinance & substantial
part of the LBHI2 Sub-Debt, which was drewn up on FSA Slandard Form
10 st a Hime when it is common grownd hat all of LBHIZ"s subordinatzd
liabilities ranked pari passu. If (as PLC maintains) the intended elfect of
the issuance of the LBHI2 Sub-Notes was 1o subordinate them to (he un-
refinanced baleoce of the LBHI2 Sub-Debt, it is more surprising that the
LBHIZ Sub-Noies id not expressly refer to (he LBHI2 Sub-Debt rankicg

senior.

Finally, PLC seeks o criticise the position outlined by SLP3 in the Joint PP (PLC PP, at
[48] |ASTT/109-110]}. In relation to their criicisms of the Joint PP ai | 24) [A/T101185}):

(1} PLC argues that the wording in the two instruments is not materially the same:
PLC says that the LAOHIZ Sub-Notcs contain an cxpress junionity to “subordinated
creditors”, but the LBHL2 Sub-Debt does nol. This point is casily answered, Fiest,
SLP3’s position is that “the operative subordination provisions..,. are structured
in materially the same way” {Joint PP ot [24] [A/TS/71-2]), not that the wording
is fdentical. Second, tha term “Liabilities”, as used in the expression “Senior
Liabilities” iz the LBHLZ Sub-Debt necessarily includes subonlingtad penior
“Lipbilities™ that are neither the “Subordinated Liabilities” nor “Excluded
Liabilities": sez above.

4] PLC states that the premise that the LBHI2 Sub-Debi end the LBHI2 Sub-Notes
are subordinated to the same “Semior Lisbilides” end “Scnior Creditors™ assumes
what it seeks to prove and does ol engage with the prioticy issue. SLP3 does not
understand Lhis criticism. The premise that the insTuments are simuctured in the
same way forms the basis of the conclusion that they prove at (he same time and

rank pari passiz,

» PLC states that the Stamtory Scheme is no enswer in circumstances where this is
a case of contractus] priority, SLP3 fundementally disagrees. This is a cave where
the two instruments do not expressly refer to ecach oiber, the subordinalion

ils

provisions are symmetrical, ond where the ordinary Statutory Scheme applies w
the two instruments once the Semior Creditorv/Liabilities have been paid in full,
such that they rank pari passu,

Dettsche Bank's Further Argument

345,

348,

3a7.

Deutsche Bank adopts PLC's position in relation lo Part 1 of tha LOHI2 Renking lasue
(DB PP, at [18] [A/T8/124)). It alio advances one free-standing copswuction argument
{not identified at the tims {1 sought to be joined) (OB PP, at [18] [A/T8/128]) based on the
solvency condition in Condition 3 of the LBHIZ Sub-Notes, as well as ils genersl
"commercial incentive” argurmnem, which is said 1o influence the TBHI2 Ranking [ssue as

well.
Deutsche Dank's construclion argument runs as follows:

n Condition 3(a) siates that payment of principal in respect of the Notes is
conditionel upon the Issuer beirg sclvent at Lhe Ume of and immedialely afler
paymenl

(4] Condition 3(b) states (hat the Issuer shell be “solvent™ if (i} it is able o pay ils
debis as they fall due and (i) ils Asses exceed its Liabilities {each as defined
below??) (aiher then its Liabililies to persons wha are not Senior Credilors).

3 The LHHI2 Sub-Debts are "debts” for Lhe purposes of Condilion 3(h).

(4 The LBHI? Sub-Motes rank efier the LBHIZ Sub-Drebt because, unless and unlil
lhe LBHi2 Sub-Deh is paid ip full, lhen uo sums are peysble uoder the LBHI2
Sub-Nows.

Deutsche Dank's argument (s miscomceived:

{1y  Once “Scnior Creditors” have been peid in full, thers are no olher relevac
“debis” that need o be paid ip order to satsfy the elements of the solvency
conditon. Payment of any amount of the LEBHI2 Sub-Notes is conditional on
LBHI2's ability to pay its ““Senior Credilors™ in full

“Asgew” means the unconsolidsced pross assets of (he [ssner and “Linbiliies” means Lhe
unconsolidated gross linhilities of the [ssuer, all as shown by the latest published andited belance sheet

of the Ivauer, bot adj i for wngencics and For subsken events, all in guch 4 manner a bwo
dircotors of the Jssuer, its auditors or it liguidator (s the case may be) may determipe.
il6



2} In that regard, the plain and obvious meaning of “debts™ in Condition 3(b) is
“Senior Creditors”. Such a construction renders the cash-flow end balance-sheet
requirement in Condition 3(b) consistent i.e. neither of them take into account
debts/Liabilitics that are not “Senior Creditors”. It “debts™ included aff other
debts (namely debts thet ranked peri passy or junior to the LBHI2 Sub-Notes),
then the solvency test would be abviously unworkable.

(3 To that extent, Dewische Bank’s construction is not only circular {since it assumes
that the LBHI2 Sub-Debt i3 a “senior™ debt); but also at odds with the solvency
condition of the LBII[2 Sub-Debt {which provides that the LBIIZ Sub-Debt is
not a debt that will fall “due” unless and vntil “Senior Liabilities™ have been
paid).

Other B ieqts’ F | Matrix/C ial Argu
PLC
348. PLC coniends that this is a case where the factual matrix 18 of limited or no application:

PLC PP, [19] [A/T7/49-100). SLP3 does not agree for all the reasons already stated: see

at [333] to [337] above. By conimast, Deutsche Bank’s case pulls in completely the

opposite direction. It religs on broad and unsupporied commercial incentives purporiedly
to explain the ranking alteration which the refinancing of parf passu debts is said to have
effected (as to which, see below),

349, In mm, PLC secks to crticise points advanced by SLP3 in relation to the factusl

matrix/commercial considerations {P1.C PP, [48.6] JAfT7/16-7]}. In relation o these:

(1}

(2}

While PLC appears to accept that the LBHI2 Sub-Notes refinanced the LBHI2
Sub-Debt for tax reasons (PLC PP, [48.6{a)]), il contends that this refinancing or
“straight swap”™ is irmelevant to Lthe priority issue. SLP3 disagrees. [t was no aim or
ohject of the transaction to affect priorities. The context of the “straight swap™
serves to highlight the improbability of PLC’s case, which requires the LBHI2
Sub-Notes to have aftered the existing pari passy ranking of the LBHI2 Sub-
Debts it was partially refinancing.

PLC contends it “may or may not be factually correct” that the Lehman Group
did not consider priorities on insolvency, and that is it ifrelevant in any event

(PLC PP, [48.6(b]). First, it is factually correct, becavse PLC s only witness (Ms
17

(3)

4

(5

Dolby) states in terms that *‘there was no regson for wt to think ahout, or seek
advice on, the relative priority of LBHI2 s different subordinated debis in the
event of an insoivency” (Dolby 1, [53] [C/TI/40]). Second, it may not be
probative as w the meaning of the subordination provisions themselves, but it
does illustrate that Lhe overall purpose of the transaction was not concened with

pricrities on insolvency.

PLC contends that the lack of regulatory need for one subordinated instrument ta
rank ahead of the other “may or may not be correct” but is again irrelevant (PLC
PP, [48.6(c)]). SLP3 disagrees. First, generally speaking, LT2 and Tier 3
subordinated debt renked pari passu: that is imporant and would have been
reasonably known (and indeed was) known to the Lehman Group. Second, Ms
Hutcherson's evidence is that she would have notificd the FSA if the LBHI2 Sub-
Notes were ranked differently to the LBHI2 Sub-Debt (I{utcherson 1, [91]
[C/T6/98-9)).

PLC states that admissible evidence that ordinary market practice was for dated
subordinated bonds 1o rank pari passu is imelevant, not least because the wording
of the LAHI2 Sub-Notes expressly conemplated fiers of subordinated debt {PLC
PP, [48.6(d}]). The matenals before the Courl show that this was indeed market
practice: see above at [102] to [107] above. The materials before the Court also
show that {a} the LBHI2 Sub=MNoles were based on commercial bonds (which
adopted a similar definition of “Sentor Creditors™ to that used m FSA Standard
Form 5) (b) that the subordination structure used in Condition 3 was m usc by the
Lehman Group more generally and (c) that the subordination language used in
Condition 5 was in use elsewhere in the Gnancial markets during ihe velevant
peried i.e. 2006-2007.

PLC contends that SLP3's interpretation is no more commercially rational than
PLC's {PLC PP, [48.7]). SLP3 disagrees. The super-subordination of s $6.139
billion dated subordinated instrument to another dated subordinated instrument in
the context of an inlra-group refinancing transaction conducied for Lax/regulalory

purposes is, with réspect, not commerciaily rational.
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Deutsche Bunk

350.

351

352,

353,

Despite PLC eriticising SLP3 for its reliance on a relatively narrow fachal matrix,
Deutsche Bank ndvances expansive arguments based on alleged commerciel drivers
which are nowhere reflecied on the fuce of the LBHI2 Sub-Motes or the documents
reviewed during the subsianvial disclosure enercise which covered thousacds of
documents. This overlaps strongly with Deutsche Bank's factual arguments in relation 1o
the PLC Ranlking Issue and is supparted by lengihy evidence from Mr Kaiz (but no longer
Mr Sution, whose evidence has been withdrawn) which will need 1o be explored at iial.

Deutsche Bank cites "impormnt ¢ cial and tax r " why the LBHI2 Sub-Debt
should rank in priority to the LBHIZ Sub-Notes (DB PP, [22] [A/T8/130-2]).

Firse, in relation to Deusche Bank's z2lleged commercial reasens, in summary these are:

{1 LBHI was incentivised to ensure Lhat scheduled distributions were paid under the
ECAPS because it undertook not te pay any dividends or repurchase any common
stock if payments were suspended under the ECAPS (i.e. the Dividend Swpper}.

(2) If the CCAPS issuers were ever shorl of funds, this would have necessarily
wiggered the Dividend Stopper and had serious adverse consequences for LBHI.

{(H To ensure this did not heppen, i was necessary to ensurc that LBHI2 should be
able to poonitise payments under the LBHIZ Sub-Debt.

(4)  If the LBHIZ Sub-Notes rank pari passu with the LBH12? Sub-Debt, then LBHI12
could not prioritse paymems W PLC under the LBHI2 Sub-Debt over payments
to SLP3.

There are serious evidential difficulties with this analysis, which besrs the hallmarks of
reverse engineeniag, For example:

(1) There is no documemery cvidence i support of it acall.

{2)  1tis comrary o the evidance of the individual who was the CFO of LBHI at the

time.

k3] No evidanca in snpport of it is advanced by PLC.

ity

354,

355.

(4) The only evidence in support — the witness suatement of Mr Katx — i3 from an
ndividus] whio had no involvement in the LBHI2 Sub-Debt, the LBHI2 Sub-
Notes, the 2006 Restructuring or the 2007 Restruciuring,

(5  The argurnent is obviously unsustaznable, The LBHI2 Sub-Notes and the LEHI2
Sub-Debi were two levels removed from the ECAPS repime in the Lehman
Group’s capitl structure. The contention emounts to saying that the Lehman
Group’s capital structure as a whaole was specifically designed w ensure the
payment of the ECAPS Holders.

(6) Tt also fundamenully misunderstands the way that paymenis within Lhe Lehman
Group (including interest payments) were made by book emry.

Second, in relation to Deutsche Bank's lax reasons, in summary, ihe premises of’ Deutsche
Bank's argument are hwo-fold:

() First, that il was necessary for the LBEHIZ Sub-Notes W be treated as equity for
US ax purposes.

4] Second, that in order to achieve this, and the Lehman Group’s “tax planning
objectives™, the LBHIZ Sub-Notes had to be structured as debt instruments that
were 5o deeply subordinated that they would be reated ag equivalent to a form of
equity under US tax rules.

Again, this simply is not made out on the 2vidence:

(1 It is mere assertion. Deutsche Bank kas not sought lo advapse witness evidenice
{cither from Mr Kaz or Mr Sutien or otherwise) in support of this.

(2) It is not what the documemation says. Hoth the US tax advice from A&Q dated 1
May 2007%* and the memomaduro drafied by Ms Dolby on 1 May 2007°% state
very clearly that the LBH12 Sub-Nowes were (o be treated as debt {and not equity)
for US {ax purposes.

[k} Deutsche Bank misstates and misunderstands the entire premise of both the 2006
Restructuring and the 2007 Restructuring.

264
265
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356, Deutsche Bank's argument should be given very shor shrfl indesd by the Court.
Conclngions
357, SLP3's construction is consistent with the ordinary meaning of the words used, and, to
the exient that there is Eny ambiguity in the relevent subordination provisians, it 18 hy far
the commercially preferable imerprelation.
L THE LBHI2 RANKING 1SSUE - Pari U1l
358 Par 1l of the LBHI2 Ranking Tssug relates to emendments made to the LBHI2 Sub-Notes 364,
at the begioming of September 2008 (“the 28 Amendments™).
355, The parties’ respective positions in relation to Part i are set out as follows:
(1) SLP3: Joint PP, [25]{31] |A/T5/72-79]; Reply PP, [43]-[58] [A/T10/197-206|.
(2)  PLC: [49]{R0] JA/TT/111-123].
(3)  Deutsche Bank: [§]-[20] jA/T8/126-9],
360, SLP3 advances lhree principal arguments in relation W the 2008 Amendments!
n The 2008 Amendments do not aher priorities.
{2)  Inany event, the 2008 Amendments are not engaped.
(3) Iif the 2008 Amendments do alter prioriucs and arc engaged, they should be
rectifiod on the basis of caommon mistake. 363,
361, This skeleton argument degls with each of the three arguments referred 0 sbove in twm.

2008 Amendments: Backproond

362,

363,

The LBHI? Sub-Notes were amended in 2008 by way of an extraordmary wrimen
resolution deted 3 September 2008. LBHI2 resolved to amend the LBHIZ Sub-Notes and
SLP3, as the sole notcholder, assented to the modificaiions.

The 2008 Amendments permitied the defermal of LBII2's obligation ta setile inlerest on
the LBHIZ Sub-Notes. They also made certain emendments lo Coodition 3(g} of Lhe

LBHIZ Sub-Notes, which addressed wax concerns raised within A&O. PLC relies on the
amendments o Condition 3(a) as “confinning the existing position or by creating a new
position hy amendment” (PLC PP, [50.2] [AfT7/111]). For all the reasons provided in
Parl [, the LBHI2 Sub-Notes ranked pari passu with the LBHI2 Sub-Debt when issued in
May 2007, Accordingly, Lhe other Respondents’ cases in relation to Part IT necessarily
require them to demonstrate that the 2008 Amendments aftered the statos quo on pak
puassu ranking. This is wrong for all the reasons set out below but if' {which is denicd) the
Court considers this to be the legal cffeet of the 2008 Amendments, then the 2008

Amendments fall to be rectified for common mistake.

Ms Dolby's evidence sels out the background to the 2008 Amendments. The amendments
were proposed in order to obtain a diserete US tax benefit (Delby 1, [55]-[37] [C/T3/40]):

(1} By LBHI2 paying greater amounls of inierest than it received from LBIE,
potentizlly useful tax losses could accrue in LBHI2,

(2} In high level terms, such losses were only useful for US tex purposes if the
Lehman Group had sufficient current year tax profits in certain UK entities to be

sct off against those losses.

3 There were insulliciem UK tax profits available in the specific UK Group
companies in summer 2008, and 50 the US tax advantage would be reduced.
Therefore, it would be betier for LBHI2 to delay the settlement of its interest
liability 1o SLP3, and to make that seitlement during a future period in which the
specific UK entitics had sufficient profit capacity to set off the LBHI2 fax loss.

Ms Dolby goes on to explain the process by which the 2008 Amendments were execured
{Dolby 1, [60]-[68] {C/T3/41-3]):

n Ms MeMomow instructed A&O to drak the relevant documents. Ms Dolby and
Ms McMorrow were aware of the need to ensure that the amendments would not
prevent the LBHI2 Sub-Notes from keeping Lheir status as LT2. Confirmation
was provided by A&Q that the LT2 status was not allered as a result of the
amendments. The confirmation provided by A&Q by a letter dated 17 June

20087 stated “we confirmn that the confirmations provided in the Original Letter

268
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[F/V&IDE-5017].
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366.

367.

will continue in full force and effect in relation to the Notes after the

Amendmeni”.

(2} Mr Grant of A&O provided amendments 10 Condition 3 (“Status and
Subordination™) to Ms Dolby and Ms MceMorrow and stated by email that the

“Deferral provisions introduce tax sensitivities™,

£ Ms Dolby did not discuss the amendments to Condition 3 with anyone. She did
not focus on this aspect of the amendments and did not consider the effect if any

on the respective priorities of LBHI2's subordinatcd stats.

(4) Ms Dolby did not think zbout what would happen in the event of an insalvency,
or abour what order the LBHI2 Sub-Notes and the LBHI2 Sub-Debt would be

paid in any such insolvency.

(5} Ms Dolby would have discussed the position with her colleagues in the legal and

regulatory teams in the event that Mr Grant had told her that the T BHIZ Sub-Dicht

would now take priority over the LBITIZ Sub-Notes in the event of insolvency,

Pursuant to Condition 12(a) of the LBHI2 Sub-Notes, a written resolution taking eflect as
an 'Extraordinary Resolution’ was required it order for the amendments w take effect,
The terms and conditions of the LBHIZ Sub-Notes (the “Conditions™) as amended were
annexed to 2 writlen resolufion dated 3 Septernber 2008, which was signed by duly
authorised signatories of SLP3 and LBHI2 (the “'Written Resolution™),

As to the resolutions by LBHI2 and SLP3 in respect of the 2008 Amendments:

(1} The 2008 Amendments were approved in lhe minutes of a meeting of LBHI2 s
board held on 28 August 2008 (the “LBHI2 Board Minutes™¥%. The LBII2
Hoard Minutes stated that “the purpose of the amendment was to allow {LBHI2]

to defer cash settlement of the interest on the Notes at its discretion”.

(2} The Yoard of direclors of LBDI {as the sole geneml partner of SLP2, which was in
tum the sole general parmer of SLP3) signed an electronic consent in respect of
the 2008 Amendments (the “Delaware Consent™ on 3 September 2008°™. The

267
268
269
el

See Mr Grant's email to Ms Dalby and Mz McMorrow dated 12 June 2008 [F/VS/2639].
[E/TS/70-80]
[F/Va/3I325-6].
IF/V&IS03).
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369,

Delaware Consent provided that: “The purpose of the aniendnient is to allow the
Issuer to defer cash settlement of the interest on the Notes at its discretion. The
holder of the Motes is SLPY".

GENPRU 22171 required the FSA’s non-objection to any amendment of the
subordinated instrument, as well as a confirmation that the legal opinions originally
obtained under GENPRU 2.2.15%12) would “continue in full force and effect in relation
to the terms of the debt and documents”. Consistent with GENPRU, pursuant to
Condition 12(b) of the LBHI2 Sub-Notes, the 2008 Amcndments required the prior

written conseml of the FSA.

In obtaining that consent, the FSA were not refzrred to any change in the subordination of
the LBHI2 Sub-Noies:

(I}  On 11 July 2008"", Ms Claire Edwards of the Lehman Group’s central
compliance team emailed the FSA providing details of the proposed amendments,
stating: “ff is our intention to amend the terms of the notes to allow deferral of the
cash payment for the interest on the notes”. That email also referred to A&O™s
confirmation lewer of 17 June 2008, which was described as confirming “thar the
additional provision to defer the payment of interest would not impact on the

efigibility of the notes to be included in Lower Tier 2 capital”.

(23 On 16 July 2008°7, the FSA (Daniel Edgerley) provided its non-objection to the
2008 Amendments, having referred to the intention set out in Ms Edwards's email
“to amend the terms of the notes to allow deferral of the cash payment jor the
interest on the notes.” The FSA conlirmed that “there is no reason for us 1o object

to this change in the terms of a lower tier two instrumeni™ {emphasis added).

(3 Having been asked to provide further information to the FSA about the proposed
“rationale” of the amendments, on 17 July 2008 Ms Edwards wrote to Mr

I “The change to the terms of the notes Is to provide Lehman

Edgerlcy stating
with flexibifity around their US tax planning. For tax purposes any deferral of the
cash powment of interest on the notes will result in o tax deduction for the interest

being deferred until cash payment is aciually made. This should have no net

m

2

[F/V6D147).
(F/Ve/3153).
(F/Va/3154).

124



impact on UK tux but is purely o US tax planning initiotive " The FSA confirmed

that this was “very efear” three minutes larer ¥

2008 Amendments: Terms

370.

in.

37

.

The main anendroeols wer as follows.

Condition 4{e) and 4{f} were amended. Thesc gave LBHI2 a discresion not Lo pay interes
on any “Interest Payment Daz™

Further amendments relating o (the deferral of iotercst setilement were made (o
Conditions 5(a}, 3(b), 5{c} and 8(b). Thes¢ introduced the concept of “Amears of

Interestd™

Condition }{2) was amended™™. The amendments lo Lhe original wording are underlmed

below:
“Statug and Subardinanon

The Notes constitute dircet, unsecurcd and subordinaled obligations of the Issuer and the
rights and claims of the Notcholders against the Issuer mok pari passe without any
preference among themselves. The rights of the Noteholders agrinst the jssuer in respect
of the Noles are subordinaicd in right of payment ta the Senior Creditors (as defined
below) and accordingly payment of principal and interest {including Arrcars of Interest as
dcfined below] in respect of the Moles is {subjcect as provided below] conditional vpon the
Issucr being solvent at the time of, and immediatcly afier, such payment, and accordingly
no such amount which would otherwise fall due for payment shall be payable except to
the extent Lhat the [asver could make such payment and still be solvent immediately
thercafter. The conditionality referred to above shall not apply where an order is made by

& competent court, or a resolution passed, for the winding-up or dissolution of the lssuer
cxcept_for the o524 of 4 reconmdiruction, amalgamation, reorganisation, mMerpur or

consclidation on terms previously approved in writing by an Extraordinary Regalution of
the Neicholders).

If any time (gic) an order 158 made by u competent court, or & tesolution passcd, (or the

winding-up or dissolution of the Issuer {except Jor the purposes of 2 reconstruchion

s
F

{F/V6i3190].
Grant 1, [18] [C/TV19),
{ETSM.

128

374,

arnalgamatior, reorpanisaticn, mecper or consehidation on terms previously appeosed in

writing by an Uxtraominury Resolution of the Netcholders). there shall be payable by the

any, as woult have ueen pavable to the Noteholder, it on the dav prigr to the

commencement of the winding-up and thereaiter, such Nowholder were the holder of one

ui'a olass of prelerenee shares in the capital gt the Bsuer hoving g prelerential right 1w a

relymn of assels ir the winding-pp ot the Issyer ower

(i) the helders ol'all other clagses of issued shares in cach case for e time being in

fii} the Motivna: Holders

on the essampuon that sucn preference share was entitled to receive, on a retum of assets

41 emouct vgual 1o the poncipal smound of such Nole logether wilh

Avrcars ul Interest (1 any) aind any acenued interest fothes tian Acreas of Interesd),

For the purposes ot the above provisions:

“Mptional Hulder” means any creditor of the lisuer whose claims agaimst the Tsaer on a

winding-up are quantified ax thowyh they held a Notiona] Share,

“Notional $hare” mezns any notional and unissued shares wn the capilal of the lssuer

which have a prefererdzl night to a rerurn of assets in the winding-up of the Tssuer over

the halders of all other classes of issued shares for the ume beinge in the capital of the
Issugr but rot farher or otherwise,

The Nofes are intended to Aave a right o ¢ refurn of aswvels in the winding-up or

dissedution of the fosuer i prioray to the nights of the holders of any securities of the

Hzier vehich qualifi for, sove where their non gualificadion i due ondy (o any apnlicable

fmitation va the amount of such cupital, would gualifvl ax Upper Tier 2 Cupitad wr Tier ]

Capital (within the respeclive meanings given 10 such terms in the General Prudeatial
ourrebook published by the fingneial Services Authority, as amended, supplemenied or
replaced from time to time).

Condition 3(k) (the cefiridon of “solvency™) was not amended.
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376.

Accordingly, the fallowing subordination provisions remained unchanged: {i) the core
subordination wording in Condition 3(a) that “[t)he rights of the Noreholders against the
Issuer in respect of the Noies are subordingied in right of pavment to the Semior
Creditors™ (ii) the definition of ‘sefvency”; and {jii} the definition of “Senior Creditars™.

The 2008 Amendments insented a mechanism pursuant to which the solvency conditian to
payment was disapplied in the event of a winding-up and replaced with a mechanism
whereby an amount became “papable” (o the Noteholder in a winding-up as if it held a
rotional preference share which had a right to remrn over, inter afig, all of LBHI2's
sharcholders as welf as “Motional Holders”, which category expressly includes “amy
creditor” (emphasis added) whose claims are quantified according to the “Notional

Share™ mechanism.

2008 Amendments: do not alter prioritics

SLP3: Ordinary Meaning

377,

378.

SLP3's position is that the amendments to Condition 3(a) do not have the effect of
altering the relative ranking between the LBHIZ Sub-Debt and the LBHI2 Sub-Notes as a

matier of construction,

SLP3's positive case in relation to this is set out at Joint PP, [27]-[29] |ASTS/75-6]. In

summary:

(1} Before the 2008 Amendinents, the LEHI2 Sub-Notes and the LBHI2 Sub-Debi
ranked parf passu for all of the reasons set out above at [321] to [356].

(2} After the 2008 Amendments, the kay subordination provisions remain unchanged.
The 2008 Amendments did not amend the subordination provision pursuant te
which the “rights of the Noteholders against [LBHI2[ in respect of the Notes are
subordinated in right of payment ta the Senior Creditors™. Nor did they amend
the definition of *'Senior Creditors™ under Condition 3(b).

(3}  The modification to Condition 3(a) only disapplies in 2 winding-up the
“conditionality” by which payment is expressed as being conditional on LBHIZ

i

being “...sohent at the time of and immedimely after. such payment”
Accordingly, the modification relates only to the manner in which the

subordination is expressed as laking effect in a winding-up (i.e. not dependent on
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380.

“solvency’™), bul with the LBHI2Z Sub-Notes remaining subordinated to the same
“Senior Creditors™ as delined in Condition 3b).

{4y  Within a “winding-up”, the amendment provides thail the notional preference
share has a right to return over (i} the holders of other classes of issued shares in
each case for the lime being the capital of the Tssuer and (ii} the Notional Holders.
Motional Holders arc ereditors whose claims on a winding-up are quantified as
though they hold shares which have a preferential right of retum in a winding-up

over all other iasued shares.

(%) In this regard, creditors whose claims are quantified as if they held a Notional
Share are, in general, UT2 subordinated creditors®”, who rank just above the

sharcholders.

(6}  This is clarified by the itlicised language at the end of Condition 3(a) (“the
Confirmatory Note”) which states that the LBHI2 Sub-Notes were inttended 10
have a right to a return of assets in a winding-up “in priority " to the rights of the
holders of any securities of LBHIZ which qualify as “"Upper Tier 2 Capital or
Tier | Capitaf” within the meaning of GENPRU. The LBHI2 Sub-Notes retained
their status as LT2 capital before and alter the 2008 Amendments were made; and
the Confirmatory Note confirmed that they ranked above UT2 subordinated

creditors.

(7} The ranking of the LBHIZ Sub-Notes is described from the “bottom-up”. The
LBUI2 Sub-MNotes rank above the Wotienal Holders (e, UT2 subordinated
creditors), preference shares and the ordinary shares meking up Tier 1 capital.
They also continued to rank below the same “Senior Creditors™ as they did prior

to lhe amendments. They continued 1o occupy the same place in the wawerfall.

Against this background, the reasonahle reader would ¢onclude that the same position
pertained both inside and ocutside a winding-up, savc that insidc a winding-up the

subordination is also described from the “bottom=up™.

Significantly, just as the definition of “Senior Creditors™ {which remained the same post-
amendments) envisaged the LHHI2 Sub-Noles ranking ehove subordinated creditors

“whase claims rank or are expressed 1o rank junior™ to the LBHI2 Sub-MNotes, so two the

Fad

See Grant 1, [42]-{43] [C/T2/24].
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382,

35,

definition of “Notional Wolders™ envisaged the LBHIZ Sub-Motes tanking above other
subordmated creditors of the Issuer {i.e, UT2 and Tier ).

Moreover, the retention of the words the “rights of the Noleholders against [LBHIZf in
respect of the Notes are subordinated In right of payment lo the Serior Creditors™ in
Candition 3(a), and the continuing application of GENPRU requiremenls, meant that the
position from the *“top-down™ rcmeined the seme afler die 2008 Amendments (i.e.
ranking. on the facls of the case, behind only the unsubordinated creditors. sistutory

interest and non-provable lizbilities).

Thus, following the 2008 Amendments, the LHHIZ Sub-Noles remained at the “second
level™ in the tieting waterfall below, wilh its position vis-8-vis the LBHI2 Sub-Debt
unchanged:

{1 Unsubordinated Creditars;

(2) Dated subordinated creditors (LT2/ Ticr 3 Capiwal);

(k)] Undated subordinated creditors {UT2 Capital) {i.e. *Notional Holders™); and
4 Ordinary Shares (Tier 1 Capital).

The notional preference share language inserted by the 2008 Amendments produces the
same result in 8 “winding-up™ as the solvency condition bo payment produces outside of a
winding-up, and the “amount™ that is “payable” in accordance with the notional
preference share is the same a5 the amount that could be paid once the solvency condition

is safighied.

SLP3: Factual Matrix/Commercial Considerations

384,

Tha reasonable reader would not undersiand the amendments to Condition 3(a) as having
elfzcted an alteration to the ranking of the LBHI2 Sub-Notes io a “winding-up™ against
tha relevam background reasonzhbly available o the Lehman Group addressees:

{1y  Inall of the principal documents documenting the decision b approve or assent o
the 2008 Amendments, the purpose behind Lhe 2008 Amendments was
unequivocally stated 1o be to allow LBHI2 10 defer cash sertiement of the inlerest
on the LBHI2 Sub-Notes at its diseretion.

29

V4 The LBHI2 Sub-Notes qualified as LT2 capital both before and after the 2008
Amendments. This is plain from the Confirmawry Note, A&O’s confirmation
lerter and the comrespondence with the FSA,

(3}  A&O's confirnalory letter’™ confirmed that the amended LBHI2 Sub-Notes
continued 10 comply with the requirements under GENPRU 2.2.159(1) - (7},
including the requircment that “the clains of the creditors must rank behind those

of all unsubordinated creditors™.

Cther Respondents” Arguments

PLC

385,

3B6.

PLC’s positicn is set cut at the PLC PP, [49]36] (A/T7/111-115].

At the core of PLC’s case on the 2008 Amendments is the contentiom that the new
wording is a “deeming provision®™, to the effect that the claims of Noreholders are to be
treated, wot ar a priority fevel of debt claims, but at a priovity level of claims by
preference shareholders satisfying the definition given”. This is wrong [or the reasons set
out in Reply PP, [50] [AST10/200-1). These include:

(1} The express language used very clearly sates that the LBHI2 Sub-Notes rank
above (1} acrual shareholders (im relation o all issued shares ie. ordinary and
preference) and (erucially) (ii) the “Neotional Holders™. The MNotional Holders arc
defined as a paricular class of “ereditor” of LBHIZ. Only a holder of debt {and
not equity} could fall within the definition of “Notional Holder”. Therefore the
2008 Amendments expressly provide that the LBHI2 Sub-Notes rank above other
forms of debr as well as equity. It is wrong 1o state that they arc “rat af a priority

tevel of debt claims™.

)} Further, PLC is incorrect to siate that “by deeming the Noteholder claims to be
equivalent to ithose of preference shareholders, the amendment relegares
Norehotder claims behind afl other creditors”. The amendment explicitly ranks
the LBHI2 Sub-Noies above the Notional Holders. Preference shares do nol rank
above creditors in an insolvency (In re Norel GmbH {in administration) [2013]
UKSC 52, at [39], Waterfall T [60] per Lewison LJ in the Court of Appeal: “the

78

[F/Va/306-3017).
In relmion ta “desming provisions™, see The Interpretation of Contracts (Lewison, 6% edition), a1 14.12.
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tiquidator miust discharge the company’s kabilities os defined by rule 13.12(4)
{Rule 14.1¢6) of the 2016 Rules] before making a distribution to members”),

(3} PLC is also wrong to state that the effect of the Confirmatory Naote is that the
Noteholders only have a right to retumn of assets “over fand so only over}
sharehoiders”. The italicised language of Lthe Confirmatory Note states that the
Notes are inlended to have a right of retum in priority to “any securities...which
qualify as Upper Tier 2 Capital or Tier | Capital”. UT2 “securities” include
undated subordinated debt ie. creditors. The ialicised wording is therefore
consistent with the LBHI2Z Sub-Notes mnking above the “Notional llolders™
{being haolders of debt).”™

Se much is consistent with the evidence of Mr Grant (a pariner in the Capital Markets
department of A&O and the drefisman of the 2008 Amendments), who explains that the
notional preference share concept was a “tried and tested’ mechanism he adopted from
UT2 subordinated debt, which did not chanpge the subordinated debt into cquity, but
merely slated that it rnked immediately above all issued equity (ordinary and preference
shares) (Grant ], [45] {C/T2/24-8]).

For these reasons, PLC is wrong to state that as a result of the 2008 Amendments the
LBHI2 Sub-Notes are “mecessarily inferior to all ather debt. The language is not capable
of supporting any ather meaning”™ (PLC PP, [53] [A/T7/114}. On a proper construction,
the amendment o Condition 3(a) leaves tie LBHI2 Sub-Motes’ insolvency ranking (and

the quantum payable in an insolvency) unchanped.

Dewtsche Bank

389,

Deutsche Bank's position is set out at the DB PP, at [10]-[15] [A/T&/127-8]. There are in
reality only two points, which do not materially advance the position taken by PLC (and
which is wrong for the reasons above):

4} Deutsche Bank contends that “since the LBNIZ Sub-Debt ranks ahead of a holder
af a preference shave, it follows that the LBHI2 Sub-Debt must rank ahead of the
LBHIZ2 Sub-Notes”. The LBHI2 Sub-Notes arc not preference sheres, and rank

23

It should be noted that PLC makes & point (nod for the first 1ime) that if the drefismen had imended Lhe
LBHI2 Sub-Notes to mank pari posse with the LBHIZ Sub-Debt, they could easily have done so and
would have been clear in this parsgraph. The evidenee of M Grant — who was the relevant drefispetson
— is thar he did not know of the existence of the LBHIZ Sub-Debt (Grant 1, [16] [C/T2/19]}.
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above o class of creditors i.e. the Notional Holders. The correct anolysis is that the
LBHI2 Sub-Notes und the LBHI2 Sub-Deht both rank ahead of preference shares
and UT2 yubordinated debt,

{2)  Deursche Bank wmintains that the amount payable to SLP3 is zem ualess end ontil
LBHI? hasg paid all its debt in fiyll including the LBEHI2 Sub-Debt. Thig i5 based
on the seme false premise and assumes wliat it seeks 1o prove. The LBHI2 Sub-

Notes are not preference shares.

Conclusions

ELIN

Even if the 2008 Amendments are engayed (whioh they are not, for the reasons st out at
[391] to [403] below), then Lhey do not alter priorities. PLC and Deutsche Bank have
fundamentally misunderstood and/or mischamcterised the psyment condition cresled and
implementzd in the 2008 Amendments; no argumenl Lhey advance supporis Lhe

submission that the priorites were altered as a resull of the emendments.

2008 Amendments: vot engaged

SLP3

39l

392,

393,

394,

SLP3's primary cese is that the 2008 Amendments do not alter relative ranking (Joint PP,
at [29]-{30] JASTS/75-6)). If SLPY's primary consmuctlion case is wrong, its position is
that LBHI2 is not in a “winding-up™ in any event for the purposes of Condition 3 {Joint
PP, at [27)-[28] |A/TS/75]).

The elfect of the amendment 10 Condition 3(a) is Lhat the default ‘solvency” condidon o
payment is only disapplicd - and the amending lanpnape is aoly effective — where an

order is made or a resolution passed for the “winding-up or dissolution of the Issuer”.

SLP¥'s position is that the ymended wording in Condition 3(a} 1s anly engaped where an
order is made or a resolntion passed putting LBHI2 ino liquidation. This is consistent
with the express words used.

Further, the effect of o “winding-up” or “dissolutien” under Condition 3(a) is
automatically tw accelerale the LBHI2Z Sub-Notes: en smount becomes immediately
“payabie” upon the winding-up order under the amended Condition 3(n) (“there shall be
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96,

397,

398.

payable by the Issuer™) albeil the quantun payable is limited by reference to the notional
preference shere payment condition.

In order w qualify as Tier 2 capital resources {and PLC agrees with SLP3 that the LBHI2
Sub-Noles qualified as LT2 capital prior to and afer the 2008 Amendments — PLC PP at
[56.3] IA/T7/115]), the LBHI2 Sub-Motes had to comply with the requirements under
GENPRU.

GENPRU permits acceleration endy in a winding-up, and not in an administration. This is
because auromatic acceleration would defeat the slated purposes of adminisiration by,
ameng other things, terminating the ability of the company io continue as a going

concem®™ . As to this;

(1} the “unly" event of default must be nan-payment of any amount falling due or
“the winding-up of the firm” (GENPRU 2.2.159(1R};

[ the debt must not hecome due and

L QU0 OIRE O97 OING o

defaglt under 2.2.159(2)R, and in certain other instances (GENPRU 2.2.159(3)R);
and

navahle nrior tn matiriby excent on an event of
10 payanig pricr o matunly except on an event of

(3} an express distinction is drawn between “‘winding-up”, which may constitute an
evenl of defaylt, and “adminisiration”, which may not constitute an evem of
default but in which process 2 subordinated creditor is entitled to prove for its
debt (GENPRU 2.2.15%(3)R).

Condition 8(b) of the LBHIZ Sub-Notes reflecls GENPRL), permitting acceleration only
in a winding-up. Thus, it permits the Noteholder to declare the LBHI2 Sub-Notes to be
due and payable “If ar order fs made by any competent court or a resolution passed for

the winding-up or dissoltition of the Issuer”.

Condition }a) (as amended) reflects Condition 8(b), and the efTect of the provision was
to accelerale the LBHI2 Sub-Notes in & winding-up (but not in an administration). SLP3
agrees with PLC (at [62.2) [A/T7/118]) that Condition 8(b) uses “‘the same wording as is

used in the Clause 3{a} amendment ™.

221

In this regard, the rescoe of the company as @ poing concern is the first statutory objective of an
dmini iomn: see ph 3{1)(a), Schedule B1 of the [nselvency Act 1986.
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399,

400,

401.

PLC

402,

403,

By virlue of being an event of default enlitling the Noteholder to declare the Notes to be
due and payable, the term “winding wp” under Conditon 3(b) must exclude
administration™?, whether distributing or otherwise, if the LBHIZ Sub-Nows are to
comply with GENPRU. It follows that the idcntical phrase deployed in Condition 3{a)
(which also provides Lhat the elfect of a “winding up” is aulomatically to accelerate the
LBHI2 Sub-Notes) should bear the same meaning as in Condition 8(b) and exclude

administration.

In the circumstances, including the applicable regulatory context, Condition 3(a) can anly
apply in a winding-up {but not in an adminismation). LBHI2 iz in administration and is

not in a winding-up.

This conclusion is consisient with the broader distinction berween, on the one hand,
winding-up, and cn the other hand, administration: see Joint PP, at [28] [A/TS/75). and
Reply PP, at [24] [A/TLO/185).

PLC addresses this at PLC PP, [57]-[67] [A/T7/115-120].

First, PLC says (at [63]) that if SLP3 is right about Condition 3(a} not being engaged,
then it would be withoul any remedy at all in a distnbuting administration, because
Condition 8{c) states that “no remedy. .against the Issuer other than os specifically
provided by Conditions 8fa) and 8(b) or submitting a claim in the winding-up of the
[ssuer will be available to the Noteholders”, However, under Condition 8(a), SLP3 is
entitled to “enforce payment by instituting proceedings for the Insolvency of the Iyvuer”
in certain circumstances. By analogy with Lewison LJ's reasoning io relation to FSA
Standard Form 10 in the Court of Appeal in Waterfall I, at [39], “the onfv way of

abtaining pavment of a debt In an insolvency is by proving it In accordance with the
rules, it musi in my judgment have been envisaged that the subordinated creditor would
be entitled 1o prove for its debr”. It follows that where Condition 8(c) provides that no
remedy is available to SLP3 “other than as specifically provided by Conditions 8(a} and
&¢b)", this ineludes the ability for SLP3 to prove for its debt in an administratian onder
Condition 8(a). Altematively, the expression “winding-up” under Condition 8(c) includes
an administration in circumstances where GENPRU 2.2.159(3)R expressly permits a

subordinated creditor “proving for the debt in the liquidation ar administration”.

252

This is confirmed by Mr Grant in his evidence: see Grant 1, [40] [C/TL2/23).
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403,

Second, PLC argues {at [64]) for what is described as the “broader definition™ i.e. thal
“winding-up” must also include en Insolvency Act distributing administration. In relation

to this:

1} PLC refers to Article 2 of the Recast Insolvency Regulation, Against this, there
are numerous instances in the European legislation where the distinction berween
winding-up and administration is made: sce Armicle 4(3)(d) of Directive
B9/299/BEC; Paragraph 3 of Annex ¥ of Directive 93/6/EEC; Aricle 643){d) of
Dircctive 2006/48/EC; Amicle 13(3) of Directive 2006/49%FEC; The Credit
[nstitutions (Reorgenisation and Winding Up} Regulations 2004, See also
peragraph 3(1Kb), Schedule Bl of the Insolvency Act 1986 (“Purpese of
Administration”) which draws a ¢lear distinction between winding-up, on the one

hand, and adminisiation, on the other,

(2} PLC contends that a distributing administration is functionally the same as a
winding-up. This is incorrect: sce Reply PP, |44] |AT10/197].

Third, PLC misstates and misundersiands the regulatory context: see Reply PP, [45.1]
[AST10/197=8].

2008 Amendments: should he rectified

406,

407.

408.

Finally, if SLP3} is incorrect and the 2008 Amendments were engaged and did elter the
pricrities as a malter of construction, SLP3's position is that the 2008 Amendments
should be rectified te give effect to the parties’ commen intentien which, by mistake,
wauld not have been refected in the 2(18 Amendments.

SLP3's positive casc is at Joint PP, [30] [ATS/76=7]; and Reply PP, [52]-[58]
[A/T10/202-6|.

If the efTect of the 2008 Amendments was (unintentionally) to relegate or demote SLP3's
subsisting righes under the LBHI2 Sub-Notes, then this is a paradigm case where the
Court should rectify that unititended outcome.
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Apnplicable Legal Principles
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410,
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412.

413.

The law of rectification for common mistake was comprehensively reviewed by the Court

of Appeal in FSHC Holdings Ltd v Glas Trust Corporation Ltd [2019] EWCA Civ 1361
(“FSHC") {afer the exchange of position papers).

The courl concluded (Leggalt LI, [L76]) that:

(I} Before a written contract may be rectified for common mistake, it is necessary to
show either (1) that the document fails to give effect 1o a prior coneluded contract
or {2} that, when they exccuted the document, Lhe parties had a common intention
in respect of a particular matier which, by mislake, the document did not

accurately record.

(2} [n the latter case it is necessary to show that each party 1o the contract had the
same actual intention with regard to the relevant matter and that, as a result of

conumunication between them, they understond cach other to share

= that intention,

As stated by the Coun of Appeal in FSHC, the rernedy of rectification is an equitable
doctrine that a parly will not be allowed (0 enforce the terms of a writicn contract,
objectively ascertained, when 1o do so would be against comscience becausz it is
inconsistent with what the parties in fact intended those terms to be when the document
was executed. That basis for rectification is entirely concemed with the parties’ subjective
or actual states of mind (at [140]- 143], [146], [148]-[153]). There are ulso good reasons
based on policy and fairness for maitwaining the requirement to show that the wording of
a conlraciual document is inconsistent with the parties’ subjective or actual common
intention before & document can be rectified (at [173]-[175]).

Accordingly, the Court of Appeal was unable W accept that the objective test of
rectification for common mistake articulated sbiter by Lord Hoffmans in Chartbrook v

Persimmon Homes Ltd [2009] ACC 1181 correctly sated the law (thereby disapproving
Daventry District Counci] v Daventry & District Housing Ltd [2011] EWCA Civ 1153).

Tn reaching these conclusions on the law, the Court of Appeal upheld the factual findings
of Henry Carr J, where at first instance he had concluded that the absence of a pasitive
intention sufTices for the necessary common intention and that, on the facts, the absence
of any relevant discussion ahout a fundamemal change to the nature of the parties’

obligations canstitated “convircing preef™ of an intention not to incur such additional and
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414.

415,

416.

417.

onercus obligations (see FSHC Groupn Holdings Ltd v Barclays Baok Plc [2018] EWHC
1558 (Ch) at [158]).

The Court of Appeal agreed with the judge’s findings that the paries understood and
intended the relevant documentation “fo do mo mare than provide the missing recurity”
(at [4], [42]) (emphasis added}, and concluded®™ that:

“.... the judge was undoubtedly correct to characterise this mistake as a sistake ahout
the legal effect of the contractual documents and not just abaut their commercial
consequences. This is not a case in which the parties had rmerely a general intention
about how jt was 1o be achieved. Rather, on the jurge’s factual findings, their common
intention was the legally specific one of binding the Parenr tn parficular contract terms

... This is the classic case of rectification”.

For the reasons set out below, this too is a classic case of rectification, where the parties’
actvg! understanding and intention was “to do no more {or lgss)” than to permit the

deferral of interes™,

Contrary lo PLC's position®™, the principle that, where pariies have not discussed a
particular iegal eflect of their agreement, that may itseif be compelling evidence that they

did not intend it, is #of limited 1o the pension conlext,

The principle is stated clearly in Konica Minclta Business Solutions UK Lid v Applegate
[2013] EWHC 2536 (Ch) at [31] per Mr Edward Banley Jones, QC (sitting as a Deputy
High Cowr Judge), and was ¢ited to Henry Carr J at first instance in FSHC:

“..care peeds to be taken when applying these hasic principles [regarding common
mtistake rectification] to a set of circumsionces where o writlen instrument was intended
to produce Result A but has, in faci, produced Result X. The parties may never have

addressed Resuflt X because it may have came as a total shack ta them. Bul, on objective

2%

%

285

The judge’s [indings are summarised by the Court of Appeal at [42]-[44]. In short: the judge found that
the parties subjectively had o conumon intention at the time of execution of the accession deeds to
execute a document which satisfied the Parent's obligation 1o prant security over a shareholder loan,
and which did “ro more than this”. The judge also held thal the objective observer wouold have
luded frem the background facts and the communications between the parties that they had such an
intention.
In this context, Leggatt L7 also referred to and relied on an enalogous set of facts in AMP (LK) Ple v
Barker (2001] Pens LR 77, where Lawrence Collins T held that an amendment that had the effect of
introducing subsantial benefits for carly leavers from a pension scheme was a mistake a5 o the legal
effect of the amendment — and not merely 10 its commercial consequences (at [181]).
FLC PP [73] ] AT 121].
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analysis, it can clearly be seen that there was no copumon intention to achieve Resulr X
and that any outward expressions af accord between the parties are wholly inimicable
te Resait X If so, as I understand the position. there is no bar whatsoever lo rectificarion
occurring. None of this involves any enguiry into uncommunicated subjective intentions of

the parties " (emphasis added).

However, having considered the principle at [46] (i.e. that “if if can be seen from the
evidence that the chunge in question was never discussed at all, the abyence of discussion
may ltself support the conclusion that the parties did not intend to make that change™),
Henry Carr J wenl on to cenclude thal *f do nat accept that the principle iy confined to
pensipn cases™ {at [47]) (emphasis added). He continued by stating that “the quthorities
iflustrate the propesition that, where an impurtent change Is made to an existing
arrangement between the parties. the absence of any discussion of that change may itself

be evidenve that the parties did rot intend it

The Court of Appeal did not overturn this finding (expressiy approving these authorities
at [76]-[79] of its judgment). There is therefore no basis fer PLC's assertion (PLC PP,
[73] [A/T7/121) that “the abserce of a positive statement of intention”™ is insufTicient for
rectification, or that this unacceptably lowers “the bar for thix highly restrictive remedy”.

That is wholly at odds with the Court of Appeal’s conclusions.

Finally, PLC wrongly siates (at PLC PP, [75] [A/T7/122) that the absence of any positive
intention would “have to be established objectively™ and that evidence of the actual
intention of the relevant individuals s insufficiemt for rectification purpescs. That

incomectly states the law in the light of the Court of Appeal’s judgment in FSHC,

Autribution of Knowledge

421.

—

In relation o atuibution of knowledge, Mann J identified the following principles in
Murray Heldings Ltd v Oscalello Investments Lid [2018] EWHC 162 (Ch) (in tumn

derived from Hawksford Trustees Jersev Limited v Stella Global UK Lid (2012] 2 Al ER
(Comm) 748):

(1} One is looking for the person who in reality is the decision-maker in the

transaciion in order to find intentions o relation Lo rectification.

{23 4 In the case of a company, that person will usually be the person with anthority to
bind thet zompany.
- 138
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(3)

Someone who is not the person with power to bind can nonetheless be wreated as

the decision-maker if that is the reality of the facts.

The intention of a mere negatiator may be relevant if it is shared with the actual
decision-maker; but that is becsuse the intention has become that of the actual

decision-maker.

Where the person who would normally be expected to be the decision-maker
(such as the board of the company) leaves it to the negotialor to negotiale a deal
and produce the contract by instructing solicitors, on the understanding that the
decision-maker would do a deal on those terms, then the negetiator’s intention is
the relevant ong, gither because that person is the decision-maker or if that
deseription is not an apt one, because the technical decision-maker has simply

adopled the intentions of the negotiator. %

2 Amendments

SLP3 rclies on the evidence of A& in support of its rectification case.

It does 5o in the context of the following assemions made by PLC in the PLC PP:

(1

(2}

(3}

(4}

“Had there been any fntention to rank these claims pari passu with the suh-debt,
this could easily have been done and would have been made clear in this

[Confirmatory Note]” (PLC PP at [51.4] [A/T7/113]).

“Ji is not presently known exactly what Alfen & Overy LLP were and were not
imstructed to do. Nor is it kmown ... what the draftsman had in mind when he
selected the words for the amendment” (PLC PP ai [56.2] |A/T7/115]).

“The assertiun that the common frtention of the parties was merely to enable
LBHI2 to defer interest is an incorrect statement of the jacts” (PLC PP at [72]
[AST/121)).

“The difficulty vemains thar the evidence ... i inconclusive as fo the precise

reason o reasons for the words chosen in the amendments to clause 3a) ... the

236

Hawksford at [43]. sce Liberty Mercian Ltd v Cuddy Civil Engincenng Ltd [2013] EWHC 2688
(TCCh at [130].
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423,

426,

427,

amendments were intended to affect the priovity of the LBHI? Sub-Notes ... and
there is no clear evidence as to ihe specific intention behind the words chosen™
(PLC PP at [76] JA/TT/122]).

The evidence now before the Counl answers each of these contentions,

In relation to the role of A&C in the 2008 Amendmenls:

1}

(2}

(3}

A&O acted™ on behalf of both panies 1o them - LBHI2 and SLP3 - and took
mstruclions poncipally from Ms Dolby and’or Ms MeMorrow in their capacity as
the relevant decision-makers of bath LBHI2 and SLP3.

A&O were insirucied to docurment the amendments devised and planned by Ms
Dolby and/or Ms McMorrow, namely 1o permit the deferral of the payment of

nierest.

A&O were not instructed 1o amend the LBIIIZ Sub-Notes in any further way.
Indeed, this has beenr confirmed by PLC’s own wimess, Ms Dolby who has stated
that she does not recall anyone within the Lehman Group discussing or giving
instructions 10 A& QO 1o change the extent of subordination or quantum payable on
the LBHI2 Sub-Notes.>* Ms Dolby also states that save for enabling the deferrel
of nterest ! wasn't aware that anyone else was directing A&Q to change

anything else "%

Within A&O, the matter was allocaled internally 10 Me Gram, who was at the lime a

senior associale in A&O's Capital Markets depariment. Mr Grant joined A&O as a

trainee in 2001 and became a partner in the Capital Markets department in 2013, During
2007-2008, he worked in the same team as Mr Miller (Grant 1, [11]-[12] |C/T2/18]).3%

Like Mr Miller {Miller 1, [36] [C/T1/%]), Mr Grant was nat aware of the existence of the
LBHI2 Sub-Debt. Like Mr Miller, the LBHI2 Sub-Notes were the only LBHI2
subordinaled debt of which Mr Grant and A&QO were aware (Grant 1, |16] [C/T2/19)).

87
2Ed

24

A&O ultimatzly invoiced £3,500 plus YAT for the work done |F/¥&a/3098].

Dalby Inwrview page 18, lines 21 to 28 [CfT21/281].

Dalby Interview page 18, lines 31 to 32 [C/T21/281).

For example, Mr Grent also assisted Mr Miller in drafling two series of ECAPS {ssued by LP I and
LP ¥ in 2007 {bul which are not the subject of these applications).
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A&D took nstructions priocipally from Ms Dolby, in her capacity as head of European
corporale lax and planning within the Lehman Group, and Ms McMormow, in her capacity
as in=house legal counsel w the Lehman Group (Gren 1, [14]-[15] [C/T2/18-8]).

The evidence of Mr Grant is summarised in his “Executive Summary” (Grand 1, [10]
[C/T2/16-7]):

N The instruction from the Lehman Group in June 2008 was to amend the LBHI2
Sub-Notes in order to permit the deferral of interest. The instryction did not
inclnde a request to change or address the depree of subordination of the LBHI2
Sub-Notes {Grant [, [15] [C/T2/19]).

(2} Mr Grant amended e TBHI2 Sub-Notcs to permit the deferral of interest and
sent the drafl to Ms McMormrow at the Lehman Group in an email dated 5 June
2008 (Grant 1, [17], [18], [20] [C/TX/20-1]).

{3} Mr Grant then discussed the LBHIZ Sub-Notes with his collespue, Mr Dehal who
was 2 Senjor Associate in the A&O tax department. Mr Dehal raised a concern
that, as the solvency condition to payment of the TBII12Z Sub-Notes applied within
a winding-up as well as oufside a winding-up, payments of interest on the LBHI2

Sub-Notes might not be tax deductible (Grant 1, [19], [36] [C/T2/20;12]).

4 Mr Grant told Ms McMorrow in an email dated 6 June 2008 that “J have a few
refinements from Amrita fDehal]. [ will hold off on these and put them in when [
receive ony commenis from you™ (Grant 1, [22], [55] [C/T2720527]).

(5} To address Mr Dehal’s concerns Mr Crant amended Condition 3(a} such that the
solvency condirion to payment would not apply in a winding-up, but the status
quo would be preserved with respect to the degree of subordination (Grant 1, [50]
[CT2/26]). Further, Mr Grant states that he was not asked to make the
amendments by anyone in the Lehman Group (Graat 1, [57] [C/T2/27]); and he
does not recall discussing the patential tax sensitivities with the Lehman Group or

the resulting amendments to Condition 3.

(6} The amendments to Condition 3 would not have been made if the tax deductibility
issue had not been raised (Grant L, [57] [T
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N Mr Gremt drafted the resolutions of LBHI2 and SLP3 1o amend the LBHI2 Sub-
Motes, and the memo addressing the corporate benefit for SLP3 in agreeing the
amendments (Grant 1, [58]-[59] [C/T2/28]). He referred only ta the deferral of
interest and not o the amendmens to the subordination clause, as the
amendments lo the subordinalion clause were introduced solely Lo clarify the ax
position and not Lo make o substantive change to the parties’ rights Lo payment.

The evidence of Mr Grant is entirely consistent with the evidence of Ms Dolby, who
(with Ms McMormow) instructed him 1 make the 2008 Amendments, and wha was in
reatity the relevent decision-maker (applymg the {est sct out by Mann J in Mumay
Holdings Ltd v Oscalello Investments Lid, sec above):

(n Ms Dolby thinks it is lkely that she would have reviewed and approved the
amended Conditions but she does nat recal) having 7 conversation with anyone
about the amendments to Condition 3{a), whether at A&Q or interally (Dolby 1,
[64] [C/TH/42]).

@ Mz Dolbry relied on A&O and Ms McMormmow to prepare the docwmentalion, She
had no reason to sccond-guess the drafling, so loag as they were content that the
emendments were necessary and appropriate and did not impect the LT2 status of
the LBHIZ Sub-Notes {at [65] [C/T3/42]).

[E)] Ms Daolby did not focus on the amendment o the “Status and Subordination™
prevision at Condition 3. She did not consider the #ffect if any of the emendment
on the respective priorilies of LBHI2s subordinated debts (at [66] [C/T3/42]).

A&O’s Tax Concemns

431.

In refution to the concerns upon which the amendment was based, the evidence of Mr
Grant is a5 follows:

{1y The amendment resulled from conoerns raised by Mr Dehal, Mr Dehal considered
there was a polenti! argument Lhat iaterest on the LBHI2 Sub-Notes would not be
wx deductible®®. This was because LBHI2's oblipatious were expressed to be
conditional on “solvency” {even in winding-up), so that the Noteholders could

™I

SLP3 nows thal no pae sl ASO appears w have been aware of the very detailed Pl Memetandnm
[FI¥5/2391.2492) provided by PwC w the Lehman Group io relation w the b of the LAHI2
Sub-Motes in or wround the ime the TLEHL2 Sub-Notes were issiyal.
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lose (heir rights o payment of amounts otherwise expected to be paid in an
insolvent liquidation (Grant 1, [28] [C/T2/21]).

(3} This meant that paymenis could be seen as being as dependent on the results of
the busingss (Grant 1, [29] [C/T2/21]). which in tum cregted a potential risk™?
that the LBHI2 Sub-Notes might be regarded as equity rather than debl, which
would affcet the 1ax deductibility of interest.

(3} In an insolvemt winding-up, the ciaim of the Notehalders would be limited 1o
whatever remained after the payment of “Senior Creditors”, which could be less
than 1009 of principal and interest. Mr Dehal wanted it to be made clear that the
Noteholders would be able to claim for 100% of their entitlements {¢ven if that
claim was not paid in full) (Grant 1, [32] |C/T2/22]).

t . “Gat u Ly

In relation to the drafting of the amendment to Condition 3(a), Mr Grant’s cvidence is as

follows:

(N Mr Grant amended the subordination language so (hat it was no longer
conditional on solvency iu a winding-up. This was done solely to address the tax
issue raised by Mr Dehal It was intended to ensure that the Noteholders would
always have a claim for the full amgunt due under the LBHI2 Sub-Notes in a
winding-up, but on a subordinated basis (Grant 1, [39] [C/T2/23]}.

2} Mr Grant used the concept of the “notional preference share™. This would permit
an express reference (o the claim being for the Ml amoun, 1.c. “an amount equal
o the principal amount of such Note together with Arrears of Interest (if any) and
any accriied interest (other than Arrears of Interest)” but subject to the amount
actually paid on that claim being as if the claim were only submitted at the
relevant level of the waterfall (Grant 1, [41] |CfT2/23]). This addressed the key
issue from a tax perspective i.e. as the claim was now expresscd to be for all
amounts oulstanding even il previously deferred, rather than limited by the

amount which LBHI2 could pay whilst remaining “solvent”.

Mr Grant has ackinowledped in his evidence thatl the potential issue regarding the solvency condition
operating in a winding-up wonld also have arisen on the unamended LBHI2 Sub-Motes (though the
propuued interest deferral could potentially have exacerbated the problemy (Grant 1, [35] [C/T222).
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» Mr Grant adapted this concept from “the tried and trusted approach” typically
used for UT2 subordinated bonds, Under this method, the junior creditor is only
entitled to what they would have received had they been the holder of a notional
preference share which renked ahove all the other classes of issued shares (Grant
1, [42])-[43] [C/T2/14]). Mr Grant veried this forrmula and applied it to a LT2
security: it was not possible to use standard UT2 wording since the ranking
needed to continue unaltered (Grant 1, [44] [C/T2/24]).

(4} The new drafting provided that the Notcholders ranked above Lhe Notional
Shares, rather than ranking as if the Noteholders held a Notional Share {(Grant 1,
[46]-[47]). The definition of Notional Holder expressly referred to any “creditor”
of the Issuer, since UT2 securitics could be undated subordinated bonds.

(5 By having a right 1o a return of assets in priotity to Notional Holders, the
Noteholders had a right to 2 return in the assets in priority w the holders of any
UT?2 sccuritics and to any Innovative Tier 1 sccuritics (Grant 1, (48] [C/T2/25-
6]). Mr Grant then added the Conlirmatory MNote to make it explicit that the
LBHIZ Sub-Notes would continue to rank above any UT2 securities (Grant 1,
[50] [C/T2/26]).

Mr Grant summarises the effect as follows (Grant 1, [52] [C/T2/26)):

“Following the amendments. in o winding-up, the Noteholders were still described us
rapking below Senjor Creditors, but in place of the solvency condition, they were also
described as ranking above all classes of issued shares (including ordinary and
preferential shares) and ubove the Notional Holders/Upper Tier 2 securities. Whereas
before the amendmenis, the Conditions only described what rvanked above the LBHI2
Sub-Notes, the amended Conditions describe what ranks abeve the LBHI? Sub-Notes and
also what ranks below them”™.

The Rectification Claim

Relevant Decision-Makers

434,

At all material times up 0 and including the 1ime of the cxecution of the Writlen
Resolution on 3 Seplember 2008, it was the common intention of both LBHI2 and SLP3
that the 2008 Amendments would “do o more for fess)” (FSHC, at [183]) than permit
LBHI2 to defer the payment of interest on the LBHI2 Sub-Notes.
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For these purposes, rectification is emirely concemed with the perties' actual and
subjective stiles of mind {end not what the hypotlbetica] reasonible observer would have
attributed to the words used).

In reality the relevant decision-makers (applyiog the (est scl out by Mann J in Murray
Holdings Ltd v Osemells Investments Lid) weare Ms Dolby and, 10 a losser sxtant, Ms

McMormow, who shared the same actual and subjective intention.
Asto SLP3"s intention:

(1Y  SLPY's inientdon in relation to the 2008 Amendments was that of Ms Dolby
andior Mg McMorrow. They were Lhe relevant decigion-makers in reality und
their knowledge and intentions are to be attributed to SLP3 for the purposes of the
transaction (Murmay Holdings Lid v Oscatello Investments Lid). Allemnatively.
They were negotistors whose intentions were ultimalely adopted by (he teclmical
decision-maker, the board of directors of LBDI {in its capacity as the poneral
partner of SLP2, which in tuwn wes the general partner of SLP3), which approved
and/or sanctioned amendmenis W the LBHI2 Sub-Notes which gave effect to the
imtentions of Ms Dolby and/or Ms McMorrow.

{2) In executing the Written Resolution, SLP3's intention wis 0 assent (o
amendments to the LAHIZ Sub-Notes which did no more than to permit LBHIZ 1o
defer the payment of inleresi an the LAHIZ Sub-Notes. It was not the inlention of
SLP3™ tg alter the ranking of the LHHI2 Sub-Notes.

As to LBH12's intention:

48] LBIIL2's inlention in relation to the 2308 Amendments was that of Ms Dolby
and/or Ms McMorrow. Allcmatively, the board of directors of LBHIZ was the
lechnical decision-maker and appruved andfor sanctioned mmendments io the
LBI12 Sub-Noles which gave effect to the inteations of the cegotiators Ms Dalby
and/or Ms McMormow (and thus adopled 1heir intentions}).

{2)  In executing the Writen Resolution approving the 2008 Amendments, LBHI2's
intention was 1o propase amendments to the LBHIZ Sub-Notes which did no more

Insofer &8 it is relevant, in signing the Delaware Consent [FYY6/35403), it was the intention of the board
of LEDI to aseent w amendments w the LBHI2 Sub-Notes which did no more than to permit LBHI2 to
defer the puyment of interest on the LBHT2 Sub-Nowes, [t was noa the intention of LADI's board to Weer
Lhe ranking of the LRHI2 Sub-Nocs.
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than to permit it 1o defer the payment of interest on the LBHI2 Sub-Notes. Tt was
not the intention of LBHI2 to alter the ranking of the LBHT2 Sub-Notes,

Common Intention of SLP3 and 1 BHI2 and Qutward Expression of Accord

439,

441,

41,

442,

443.

The relevant decision-makers” actual intention mus be considered besed op the towlity of
the evidence, inchuding the oral evidence al trial, the wimess stalements, (he witness

interviews and the coniempomnecus documents.

The evidence shows that the artual miention of the decision-makers in (his case, which
(1o the exient necessary) was communicatcd, was 1 da “ne more and no less” (ESHC)
than to eoable LBHI2 10 defer the payment of interest on the LBHI2 Sub-Notes.

Al no stage before or at the time of execution of the Written Resolution was jt the
understanding or the imantion of LBHI2, SL.P3 and/or {he relevam decision-mekers or
other personne] within the Leluman Group that the 20808 Amendments would subordinate
the LBHI2 Sub-Noles {o the LBHI2 Sub-Debl andfor alier the amount SLP3 could prove
[or in respect of the LBHI2 Sub-Noles. There is no evidence of any discussion of what
would have been a (undamental change Lo the existing armangements belween Lhe parties
(FSHC, [47] {first instance); [191] (Court of Appeal)), which is compelling evidence that
the parties did pot imend it.

Moreaver, Ms Dolby has confirmed that she did not think that the 20(8 Amendments had
elfectively changed the existing mnking priorities,”™ as well as that o her knowiedge
there was no other reason for the 2008 Amendments than o permit the deferral of

interest,*

That the decikion-makers’ subjective intentions in relation to the 2008 Amendments were
a4 %e1 out above is the only conclusion that can scnsibly be reached in view of the
{ollowing, three matters.

First, it {s inherently immlausible that SLPY would have consented to the subordinabon af
over USS6 billion of debt without taking advice on the propriety of that course of aclion.
This is particularly so when the Delaware Consent expressly noled: “the Board of
Directors consider that the Amendment ix appropriaie and in the best interests of the

L]

Dolby Imerview, page 22, lines 30-33 |C/T21/285]. and re-questionod on ber answer by Sidley ar page
37, limes 1-7.
Dalby [ntervicw, page 31, lines 15-20(C/T21/294).
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corporation”™®, Indeed, this point gains force from the fact that it wes thought necessary
10 oblain a corporate benefit opinion from A&C for SLP3 regarding (he amendments
enabling interest deferral. The fact thal no such advice was obtained in connection with
any proposcd alterations to the ranking or quantem of SLP3's subordinated claims

suggests that no such alterations were intended.

Second, there was a complete absence of discussion among Lehman Group personnel as
to what would have been a fundamental legal change to the LBHI2 Sub-Notes. SLP3 is
not aware of a single document in which Lehman Group persenne! made reference to any
alteration of ranking, let alone subordination of the LBHI2 Sub-Noies to the LBHI2 Sub-
Debt. Iris not possible to dismiss this lack of consideration on the basis that subordination
is some tangential featare of the LBHI2 Sub-Moles: the subordination provision
thercunder is the key provision cnabling them to quality as LT2 capital. Again, the
absence of any discussion of alteration to ranking is compeliing evidence Lhat this was
simply not intended (ESHC, [47) (first instance); [191] (Court of Appeal)).

Third, at the same time, the communications both internally at the Lehman Group and
externally with A&, the FSA and the CISX only ever referred to a discrete and limited
legal purpose, namcly, the inclusion of provisions enabling LBHI2 to defer the payment
of interest — not to ¢ffect any form of alteration to the ranking or quanturn of the LBHI2
Sub-Notes. This is particularly significant in citeumstances where the individuals with the
power to bind LBHI2/SLP3 were told that the orfy purpose of the 2008 Amendments was
10 enable the deferral of interest payments. [n relation to this:

(1} On 2 Junc 2008 Ms Dolby emailed Ms McMomow at 15:37 and stated that “fw/e
would like to comtinue to accrue the interest in 2008 but for the interest paydown
fi.e. cash payment) noi to be made until fate 2009”7, which was forwarded 1o
A&OY (the “Instructions Email™).

(2} On the same day, the Instuctions Email was forwarded on to Daniel Fletcher at
A&O at 15:56"". The Insuuctions Email acted at all times as A&Q’s principal
instruction with regard to the 200¥ Amendments. The email also asked Mr
Fletcher whether SLP3 could sign a waiver letier without changing the
Conditions. The Lehman Group would plainly have been satisfied lo forego

296
297
298

IF/VEA503].
[F/VE/2578).
[F/VE/2575].
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amending the LBHI2 Sub-Notes at all, if it had been possible simply to waive the

cash settlement of intetest.

(3} On 3 June 2008, Jackie Dolby wrote to Gareth Bowen (in the regulatory team) in
relation to the intention 1o “defer payment of the interest due on the QEB™", She
raised a query as to the requirement of FSA approval to the amendment. Mr

Bowen replied on the same day™™:

“If we get the lawyers to provide an opinion that the subdebs still qualifies as Tier
2 capital and operates in all other ways in the same way then I don't think it

would be g problem " {emphasis added),

(4 On 5 June 2008°Y", Mr Grant sent Ms McMotrow z draft of the amended
conditions (the “First Draft") and a drall written resolution approving the
amendments. The First Drall amended the provisions relating w the payment of
interest and made various consequential amendments. Condition 3 was left

completely untouched™™.

(5}  On 10 June 2008 at 13:52, aler the First Drall was reviewed by both Ms Dalby
and Ms McMorrow, the latter replied ta Mr Grant: “We don 't have any comments
other than ihe kolder of the resolution, so if you could send a revised version —
could you send a cumulative blackline as well and separate off the annex on that
one go that we can send the blacklined terms to the FS4". From the Lehman
Group's perspective, the First Drafl was sufficient to achieve their limited
Purpose.

(6} On 11 June 2008°%, Mg Dolby emailed Parul Dave (an in-house lawyer within the
Lehman Group) and Emily Upton (in the company secrewrial team). She
summarised the proposed amendments, stating " The change wilf give flexibiliny to
ullow the deferral of the actunl cash settlement of the interest though the interest
will continue to accrue in both parties [sic.] accounting records and will

ultimately be cash setiled.” 1t stated Ms Dolby’s view that the board of LBHI2

[F/AVE/2573),
(F/V/2576).
[F/VE2607-2619].
(FAVE/2611].
(F/V5/2676).
(F/VS/2682),
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and the general parmer of SLP3 should “have a guick Board meeting to ratify

this™ which, it appears. was considered little more than a formality.

(7} On 12 June 2008 at 10:29°%, Mr Grant emailed Ms Dolby and Ms Dave, atlaching
drafi board minutes tor LBHI2 ("LBHI2 Draft Minutes™y™, drafi board minutes
for the general partner of SLP3, and a note on corporale benefit for SLP3 (the
“A&O Corporate Benefit Note"Y"”, all of which had been requested by Ms

Dave. Each of the draft documents made no mention of any alteration to ranking.

(¢ On the same day at 11:27°%, Mr Grant sent a further email to Ms Dolby and Ms
Dave, attaching a second drafl of the amended Conditions {the “Second Dhraft”),
The email stated without further elaboration that; “Deferraf provisions introduce
tax sensitivities. The amendments are designed to ensure these lax sensitivities
are miet”. The Second Drafl contained the modifications to Conditton 3(a}, as set
out above, They followed the internal discussions relating to Mr Dehal’s tax
concem, which were not relayed to the Lechman Growp and who were not
consulled or informed about the nature of A&Q's tax concern save for the

comment above.

(9)  Between 11 and 16 July 2008°”, Ms Edwards, an employee within the Lehman
Group’s central compliance department, communicated with the FSA in relation
to the proposed amendments. The FSA were not informed about any intention to
alter the ranking of the LBHI2 Sub-Notes.

(10}  Om 28 August 2008, a mecting of LBHI2's board of dircctors took place with Mr
Rush and lan Jameson as directors of LBHI2. The LEHI2 Board Minuies®'® were
in materially the same form as the LBHI2 Draft Minutes®' drafied by Mr Grent
and circulated on 12 June 2008 before the Second Draft was cven produced. The
LBIN2 Board Minutes recorded that it was reported to Lhe meeling that “rhe
purpase of the amendment was to aflow the Company to defer cash settlement of
the interest on the Notes oi jis discretion”™. Ms Dolby has confirmed that if the

i

|FIVAI2E19).
[F/V5/2833-2].
[FVER2837-8].
[FIV5/2839].
Sec Claire Edwards' email 1o the FSA dated 11 July 2008 [F/VE/3147]; and bs Edwards’ email ro the
FSA deted 17 July 2008 |E/V6/3154].
[FVEa/3I325-6].
[FIVS/2833-2].
149

497,

448.

intention had been to alter Lthe ranking of the LBHIZ Sub-Notes, she would have

expected the Board Minutes to mention thot.*'2

{11}  On the same day*'’, Ms Dave emailed Mr Aaron Guth of the Lehman Group with
a drafi of the Delaware Consent. Her email explained in relation to the proposed
amendments that, “The change will alfow {LBHI2] to defer payment to SLP3
under fthe LBNI2 Sub-Notes]. Interest will still accrue however” Ms Dave nowed
that “The change has been approved by London tax and legal” On the same
day’™, Mr Guth emailed Ms Dave informing her of the idemiry of the LBDI
directors, adding “Just email the resolution to the directovs...and they will

approve”. Again, approval was considered liflle more than a formality.

{12)  Oa the same day at 18:29*%, Ms Dave emailed the consent to Mr Trislo, but did
rof atlach the 2008 Amendments themselves. The email stated “Jackie fDolby]
has been looking at amending the terms of [the LBHI2 Sub-Notes] isswed by
{LBHI2] ro {SLP3]” and explained that “The Change will alfow {LBIHI2{ to defer
payment to SLP3 under the {LBHIZ Sub-Notes].”

{13}  On 3 Scptember 2008, Jacqueline Marx, Mr Triolo's assistant, atiached 2 signed
pdf of the D_e_l:awa.re consent signed by Mr Triolo*'®. On the same day, the Written
Resolution® 7, which was in materially the same form as the one circulated by Mr
Grant befpre be circulated the Second Drafl, was signed by Emily Upton on
behalf of i.P3 and Mr Rush as a duly authorised signatory of LBHI2,

For all the rcasons et out above, the common subjective micntion of SLP3 and LBHI2
was “no more or duss” than to defer the payment of interest on the LBHI2 Sub-Notes
(*the Commaen Intention™); and this common subjective intention wes communicated (to
the exient necessary} between SLP3 and LBHIZ (in cireumstances where the relevant

decision-makers were the same individuals).

Funther or in the altemnative, by analogy with the pensions cases (AMP (UK) ple v Barker
[2601] Pens LR 77; Gallaber v Gallaher Pensions Ltd [2005] Pens LT 103; IBM (UK)
Pension Trusts Ltd v [BM Holdings Ltd [2012] Pens LR 469) as approved Henry Carr ]

n
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s
L1

Jackie Dolby Interview page 19 line 29 10 page 20 line 5 [C/T21/282-3].
[F/V6/1338).
[FVe/1364].
[F/V63342-3].
[FAVEI485-6].
[ESTST0-80].
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and the Coun of Appeal in FSHC, it is sufficient to rectify the 2008 Amendments on the
bazis that SLP3 and LBHI2 shared (he same converging intention in respeet of the 2008
Amendments without that actual inlention being communicated.

Failure of the 2008 Amendments to refizct the Common Inention

449. 1f SLP3 is incorrect on ils primmary case on the copstruction of the 2008 Amendments,
then the 2008 Amendments approved hy the Writen Resolution mistakenly effocted a
change i the LBHI2 Sub-Motes that want beyond and/or was contrary o SLP3's ond

LBHI2's Common [ntendon.

450, If so, the amendments muade to Condition 3(a) under the Second Draft, which were
ultimately remined in the 2008 Amendments. mistekenly had the legal effect that
thereafter SLP3's claims under the LBHI2 Sub-Notes ranked for disribution after PLCs
claima under the LBH12 Sub-Debt (“the Ranking Alteration”).

451.  The Ranking Aheralion did oot rellect the Coramon [mention of Lhe parties:
{1 ™z Dolby did not intend the Rankgng Alteration.
(2) A&D were not inshructad w cause the Renking Allerarion,

452,  There is no evidence that anyone clse in the Lehman Group hed any intention 1o bring
about the Ranking Altemtion, which was wholly inconsistent end/or contrmary to the
disorete Common Intention Lo mmend the LBHIZ Sub-Motes only to permit the deferral of

the settlement of interesi:

(1)  The Instructions Emasl*’, which was forwarded @ A&O referred o the fmitod
objective of deferring payment of interest until late 2009,

(i3] In Ms Dolby’s exchenge with Gareth Bowen on 3 June 2008, Mr Bowen
expresaly told My Dolby that A&O should provide vomfirmation thet post-
amendment the LBH12 Sub-Notes would “aperatfef in alf ather ways in the same

wyn_]l\ll

(3 The initial drefl emendments by A&O only addressed the imerest point. After she
had reviewed the drafi, Sarsh McMarmow’s e-mail of 10 June 2008 staed thar

n [F/VEr2575].
M {R/VE8T6).

there were no further comments in relation te this.?® At this point, she was
satisfied Lhat (he Notes achieved the Lehman Group’s objective.

(4} Subsequenly, Mr Grant dafled, on his own initative, significant amendments to
Condition 3(a) which he believed would address a lex concem A&D had
idectified, bul which was never corrnunicated 10 the Lehrman Group, In ber
interview, Ms Dolby stated thal the Lehman Growp would have obmined a tax
opinion prior 1o issuing the LBHI2 Sub-Noies to begin with which confirmed the
tax deductibility point in respect of (he LBHI2Z Sub-Motes (ic. the Pwi®
Memomandum). As regards A&Q’s involvement wilh the (8x point, she noled Lhm

iz probably wasn 't ARO s call” snd “A&O weren 't my tax advisors” ™!

(3%  The A&ZO Corporale Benelit Nole was circulated in the Lehmean Graup prior to
the eirculation by A&O of the Second Draf.** There waa no corporste benefit lo
any of SLP3, SLP2 or LBDT if the 2008 Amendments gave rise v (he Ranking

Alteration.

{®)  In approving the Written Resolution by xigning ihe Delaware Drafl Consent, Mr
Triolo, the sole director of LIIDI, was provided with a copy of the Delaware Drafl
Consent but not the 2008 Amendments, The Delaware Drefl Consent referred to
the purpose of the amendments being the deferral of the cash semlement of
interest; recordail thal the LBIHY directors considered that the amendmenls were
appropriate and in the best inicrests of LBDI; but did not address any issue of
subordipaton or ranlong of the LOHIZ Sub-Motes arsing out of tho 2008
Amendments.

453, Accordingly, the Ranking Altevation would be wholly inconsistent and/or conirary to the
limited Common Inteniion 10 amend the LBHI2 Sub-Notes only to permit the defarral of

the setilement of imerest

The 2008 Amendments should be Recrified

454,  Accordingly, if the 2008 Amendmeris do not op their true construction reflect the
Comman Intention, that was the result of a mistake in the drafling of the 2008
Amendments and ought to be reclified,

Ao |E/VE/26TE].
b Juckie Delby interyicw trandcript page 21 Line 33— 22 line 15 [C/T2L/284-5).
™ RVERRIT-E).
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455.

456,

457,

If Condition 3(a) were to be rectified by removing the language in Condition 3(a)
beginning with (i) the underlined words “subject ar provided below” and then (ii} the
underlined words starting “The conditionality referred to above.,.” and ending with the
italicised passage *'...ffom fime to 1ime”, then the LBHI2 Sub-MNotes as amended would

accuralely reflect the parties’ Common Intention, ™

As Henry Carr J held at first instance in the FSHC case at [42): “if the purties shared a
camman intention, they do not need to have formulated the words by which the common

intention is to be given effect in g subsequent rectification claim™.

Here, the Common Intention can be given effect by removing wording that A&O were
never instmeted to include and which addressed a tax concem that was not shared with
the Lehman Group.

The Counter-Arguments are Wrong

458,

459,

460.

First, PLC says (PLC PP, [71]) [A/T?121|) that SLP3’s case on rectification is
implausible because it seeks lo rectify large parts of Condition 3a). PLC also appears lo
rely (PLC PP, [78] [AfT7/123]} on the “magnritude of the misiake” as mililating against
the rectification. This is misconceived if (as is the case) the 2008 Amendments
mistakenly did not reflect the Common Intention: see, by extension, Chartbrook Ltd v
Persimmon Homes Lid [2009] | AC 1101 [25] in relation to there not being “a fimit r

the amount of red ink or verbal rearrangement or correction which the court is aillowed”.

Second, PLC says (PLC PP, [73] |[ASTHI21)) that it is doubifiul whether (ot least outside
the pensions contégl) the absence of a pasitive statement of intention can demonstrate the

HOCEssary c'omimdégﬁ‘rommry imtention ™. This is incorrert:

(1} AS Heurj,lﬁ{Q;rr I said: “,., the absence af any discussion about suck @
fundﬂmmﬁb charge is, in my view, convincing proof of an intention not tv
incur the ggﬁﬁom} Obligations” (see FSHC Group Holdings Ltd v Barclays
Bank Pl }018] EWHC 1558 (Ch) at [158]; upheld by FSHC Group Holdings
Led v Gla; ._! rust Corporation Ltd [2019] EWCA Civ 1361). The principle that the

-

am

The propased rectificalion was set out at Joint PP, [30.4] [A/TSTT].
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461,

462.

463,

464.

absence of a discussion can constitule evidence of the parties’ intention is not one

that is “‘confined to pension cases™ (at [47]).

(3} There is no reason in principle why one approach should be applicable to
pensions cases and one to non-pemsions cases, In any event, the factual context
here (wherg there are centralised decision-makers and the absence of adversarial
necgotiation: scc PLC PP, [75]}) is closely analogous to that in which the pensions
rectification cases have tended to arise, involving the exercise of the power of
amendment by a trustee of a pension scheme and the giving of consent to the
amendment by an employer: see [BM (UK} Pension Trusts Lid v [DM Jloldings
Lid [2012] Pens LR 469 [23])-[24].

Third, PLC varicusly says that the “draffer of the amendment...plainly intended to do
something rother than nothing” (PLC PP, [71] [AfTT/121]), the evidence referred to is
the “weakest form of eviderce™ (FLC PP at [4] [ASTTA21]), the “evidence is
inconciusive™ (PLC PP, | 76]) |A/T7/122], the rectification case is “so inherently uniikely
that it would require clear and cogent evidence” (PLC PP at [77] [A/T7/122]) and there
is “no convincing proof” (PLC PP, [79] [A/T7A123]). These are all premalure and
misconceived assessments of evidence which PLC had not yet seen at the time they were
made. SLP3 will prove its case at trial on the basis of evidence from the relevant lawyers

at A&Q, among other things.

PLC and Deutsche Bank both contend that even if grounds for rectification are made out

the Courl should not exereise ils discrelion to rectify the LBHI2 Sub-Notes.

Rectification is a discretionary remedy, but equity does not normally rzfuse rectification
whete the requirements are made out {Barden v Commodities Resgarch Unit International
(Holdings) Lid [2013] EWHC 1633 (Ch} at |61], per Vos J): it is only in “exceprional
cases” that relief is refused on discretionary grounds’®. Accordingly, once the
requiremnents for a claim of rectification have been met the Court will be slow not to order

rectification.

The first reagon given is common to PLC and Deutsche Bank. It is said that reerification
would be inappropriate having regard to the natre of the LDHI2 Sub-Notes as freely
transferable debt securities listed on a stock exchange: PLC PP, [80] [A/T7/123] and
Deutsche Bank PP, [20] [A/T8/129).

Spry, The Principles of Equitable Remedies (9'" ed.), page 640,
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465.

466.

467.

PLC and Deutsche Bank's reasoning is misconceived. The rectilication in question goes
to the rectification of ainendments that were sanctioned by a sole Noteholder, SLP3, who
has at all umes since then remained the sole Nowholder. There is no question of

prejudicing any other party with an intcrest in the LBHI2Z Sub-Notces.

The Counl has jurisdiction to rectify a transferable security and neither PLC nor Deutsche
Bank have providcd any authority suggesting or cxplaining why it would decline to do so
as a matier of discretion. The case and paragraph Deulsche Bank relies on at DB PP, [20]
[AFT8/129] (BNY Mellon Corporate Trustee Services v LDG Capital No 1 ple [2016]

UKSC 29 at [31]) is a construction case which merely refers to the principles set ont in
Re Sigma Fipance, another contract case. In relation to this:

48] There is no reason in principle why an emendment to a transferable or tradeable
security should not be capable of being rectified. There is “almost no fimir™ to the
range of documents which may be rectified in an appropriate case, and this
includes “bonds ™" Rectification (2™ ed, Hodge, at 9.01).

(2} That is the approach taken in the autherities. In The Law Deben
Corporation PLC v Elekirim S.A.. Concerd Trust [2009] EWHC 1801 (Ch) at
[191-[20], {4B] Sales J said that he would have rectified the tlerms of the bond
issuance in question hed he not agreed with the claimant’s primary case on
construction. In the Australian case of RHG Mortgage Sccurities Pty Limited &
Ors v Elekira Purchase No, 19 Limited [2009] NSWSC 258, the coun {Einstein J)

held that a subscription agrecment in respect of an issuance of notes in the sum of

$750 million could in principle be rectilicd, notwithsanding that the party

claiming rectification was an assignee of the noles in question.

(3} There is no principled reason and no case law which ought 1o preclude the Court
from rectifying the 2008 Amcndments if the necessary requircments amc made
out. The position here is a forfiori to that in RHG Monpage Securities, given that
the party claiming rectificarion here assented to the amendments to begin with

and continues Lo be the sole Noteholder.

The second reason given by PLC (PLC PP, [80] [A/T7/123]) is the complexiry of the tax
and regulatory issues in this case, and that the Court should decline to rectify the 2008
Amendments “merely for the purpose of determining a priority dispute between Lehman
entities™.

155

468,

This does not amount to a cogent or recognisable ground for refusing rectification of a

document,

Conclusions on Rectification

469.

470

471

The jurisdictional requirements for rectification are plainly made out on the materials
before the Counl; and no sufficicnt reason has been identilied (nor 15 there one) why, in

those circumstances, the Court should not exercise its discretion in SLP3's favour.

Rectification is an equilable jursdiction. I exists to prevent injustice, and, in particular,
to prevent a party who reeeives a benefit as a result of murual mistake from resisting *'the
elgims of justice” (Commentaries of Equity Jurisprudence, 4™ e, 1846, cited by the Court
of Appcal in FSHC at [53]).

To the extent that there was a Ranking Alteration, thal was very obviously not he

common intention of the partics. This is 2 classic case of rectification where the equity

should be exercised in favour of 8LP1 1o prevent the injustice of an unintended benetit

d of ELP1 1o prevent the injust
accruing to PLC through the aceidental relegation/demotion of the LBHI2 Sub-Notes as a
result of the 2008 Amendments.

Conclusions on LBHI2 Ranking Issue — Part 1T

472.

Accordingly, for the reasons set out abave:
(1) The 2008 Amendments do not alter priorities.
2y In any event, the 2008 Amendmicnts are not engaged.

{3}  To the extenl they do alter priorities and are engaged, the 2008 Amendments
should be rectified.

SECTION IT: THE OTHER PL.C ISSUES

473.

THE RELEASE ISSUE
The Release Issue is:

“Within the administration of {PLC} whether the claims of {LBHI] wnder the {PLC Sub-
Debt] have been released pursuant to o settlement agreement entered into as of 24
October 2011 berween, amongst others, {PLC] and LBHI™,
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474,

473,

4786,

LBHT*s™ position is that its claims under the PLC Sub-Debr — which it scquired in April
2017 and which eggregale 1o pppromimatly US%1.9 billion - have sot heen mleassd
pursuant 1o the Settlement Apgreement®?®, This is explained in the following:

{n Jotot PP, at [32]-[40] [A/TST-841.
(1)  Geraghty 2 {Lhe fachnl background) [C/T7/90-106].
(3 Gropper 1 (tha New York legal position).

At the ouiset, LBHI notes Lhet the Lirst ume it was ever asserted thm the PLC Sub-Debt
{or eny other such afler-sequired cleairns) bad been released was whben, very shorlly belore
the issue of the PLC Application in March 2018, LBHI received a letter on 12 February
2018 rom Sidley on behslf of Deutsche Bank (Gereghty 2, [59] IC/T7/101]) alleging that
the PLC Sub-Debt had in firct been released by the Settlement Agreement in October

2011 i.e. some 6.5 years previously.
Deutsche Bank's arguments are misconceived. LBHI's position is as follows:

[8)] As a matier of ordinary language, and as is clear on the face of its Recitals, the
Setilement  Agreemeni is obviously concemed with the compromise of
“outstanding™ inter-company clims owned by Lhe relevant parties - the US
Debwrs and Lthe UK Affiliates — at the ime of i execution; and there is no
provision for the release on a future date by LBHI of after-acquired claims,

() It would be commercially perverse for LBHI 10 have released all afier-scquired
claims in exchange for no consideration; nor bas Deulsche Bank ideulified any
other commercial rationale for why it would have releaged after-acquired claims

on Lhat basis, which would cffectively amount to a weiver for no cconomic valuc.

{3)  To the extent that the evideaee of he pariies’ subsequent conduct is admissible ~
cither because it may be considered in determining the original cootemplation afl
the parties, alternatively because Seclioo 5.02 is ambiguous {io he exlent that it is
reasonebly susceptible of more than one meaging) - the evidence overwhelmingly
militates against the congtrucdon advanced by Deutsche Bank and is consistent
wilh the PLC Sub-Debt not haviog been released by the Setlement Agreement.

At the time the Serlemen Agreement was entered into snd became effective the PLC Sub-Debt was
held by LBUKH.
[E/T16/457-595].
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471

474,

On the final point i.¢. subsequent conduet, LAH] notes that on 3 Oetober 2019 Deutsche
Bank formally withdiew Sution 2, so that it no Jonger relies on any witness evidence av
ait in suppart of its case that the suhsequent conduct of the partigs points 1o the release of
the PLLC Sub-Debt.

Despite the wealth of materials befare the Coun, the Releass Iwwue, in truth, involves a
straightforward point of constructon.

Settlement Agreement: Background

479,

480,

481

482,

The Seftlerment Agrecment was one of & mumber of Hilateral Settlements entered into
between the Lehman Group's (US) “Debtors”™ on the one hand, and “Foreign AfTiliatay"™
on the other hand, prior to the filing of the Third Amended Joint Chapter 11 Plan of LBHI
and its Affilialed Dcbrors {“rthe Plan™) {(Geraghty 2, [15] [C/T7M3]). The Hilateral
Senlements were contingent om the Plan becoming efMective (which it did on & March
2012).

The purpose of the Setilement Agreement ig siated in the Declaration of Daniel Ehfmann,
a Managinp Dircctor at Alvarcz & Maraal (“A&M"}), LBHI's main restructuring advisors,
dated 28 November 2011, at [407?, It was designed to resolve and sctile certain inter-
comparty halances and claims that were in dispule between the LS Debtors and the UK
Affiliates at the ome {Gersghty 2, [16] [C/T7/93|). The claims in dispute did not relate to
claims held by one UK Affiliate against another UK Affiliate; they wers “trans- Atlantic”
only and goneerned only US-UK disputes (ibid). Therefore, nome of the issues concensd
zllowing or releaging claims held by one UK Affiliate against ancther UK Affiliate.

The “Debtors™ comprised LBHI and 22 of its affiliates that had filed for bankrupley in the
United States. The “UK Affiliates™ comprised the (20} “UK Administration Companies”™
(inciuding PLC and LBUKH), the {10} “UK Liguidation Companies” and the {27} “Other
LK AfFiliates™ (Goeaghty 2, [27]-[35] {C/T7/95-96]).

The stcps leading up 10 the Settlement Agreement included the following:

(1) "Global Close™, Under Lhis process LBHI end its affiliates around the worid
achieved 8 final reconciliation of inter-company balances as ot 14 September

2008, The UK Affiliates did not participate but used a similar process that was

FAVT3779]
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483,

Ak4,

483,

q86,

consistent with “Glabal Close”. This produced inter-company accounts which
created the core of the process of negotiating the Settlement Agreement {Geraghity
2, [17]-[20] [C/T793-4]).

{2y  Proofs of Claim. The UK Affliates filed proofs of claim against the Debiors in
the sum of $166 billian. These divided into direct intercompany claims (“Direct
Claims™) and claims where L BHI had igsved 2 guarantee (" Guarantee Claims™).
As a result of Global Close, i became clear Lbal the Debtors also hed very
substantial claims against the UK Affiliates (fhid, [25)-[26] [C/T7/95]). The
Direct Claims were based on intercompany balances between the Debtors and the
UK Affliates, iocluding genersl belances, but also derivative transactions and
repurchase agreements (ibid, [36]-[37] [C/T7/97]). The Guarantee Claims wers
based on a numbar of guarantees issued by LBHI, and (here were complex legal
issues which went we their enforceability (ibid, {38]-[39] [C/T7/97)).

By September 2011, the parties had made significant progress in tbe negoliations, and a
series of meetngs ook place in London {ibid., |40)-[48] [C/T7/97-9]). The Detdors were
represented by Mr Geraphty and Mr Ehrmana The UK Afliliales were represented by Mr
Aniony Loraas and Mr Howeil*® of Pw(.

There was a meeting on 13 September 2011 (“the 13 September Meeting”™) the purpose
of which was to agree the final inlercoropeny claims and how 1o tesolve any oulstanding
issues. By this point, he vast majority of Direct Claims were agreed.

The parties agreed a carve-put for “Excluded Jlems™?, being claims which were too
vomplicelted lo be addressed; and where the parties wished 10 preserve the right ta
investigale them further, These claims were expressly carved-out of the releases, as they
relared 10 known issues Lhat conrinued 10 subsist between the parties aod which would
otherwise have been released (ibid, at [50] |C/T7/9%)).

The commercial objeclive underpinning the Serlement Agreement was thal once the
bankruptey dale balences end net intercompany claims between ke Deblors and the UK
Affilistes as et the cormmencement of the bankrupcy had been agreed, that debate could
not be reopened {ibid, [51] |C/TF99]).

e

Mr Howell is one of the administrarors of LBHI2. However, LBHI2 are peurral on the Releage Isaue,

and dr Howell bas not given evidenee in relation to the Setlemem Agreemen.

A list of these “Excluded Tioms® (s set out in the Apenda o the 13 Scptember Meeting [Fry7/3713),
159

487,

There was no intention on the part of the Debtors nor any request by the UK Affiliates for
there to be a prohibition on acquiring claims against UK Affiliates, cor any intention that
such after-acquired claims be released (ibid, [47] [C/T7/99]).

Settlement Agreement: Terms

483,

489

490,

491,

492,

The Setllement Agreement i3 an agreement between the (US) Debtors, the UK Affiliates
and the LBLIS Group Entities™.

The terms of the agreement are preceded by imporant Recitals that record the

commercial purpose of the Settlement Agreement (emphasis added)*':

(1} *...the UK Affiliates filed the proofs of claim listed on Schediile § ....... ("Proofy

of Claim ") against certain Debiors.. "

(2 “.... certain of the Debtors have asserted that they have clalms against certain of
the UK Affiliates....... "

(3} “...the Debtars and the UK Affiliares desire ta vesolve all disputes and ail other
outstanding issues among them fexcept as expressly excluded hercin) and to

avoid extensive and expensive litigation™.
4 . .in consideration of the recitals stated... ...the Parties agree as follows™.

As set out below, the crucial phrase is “all disputes and all vther putstanding issues”
(cmphasis added). The express aim of the agreement is Lo address issues that have or
could have been mised by the parties through the proofsinter-company ¢laims process

that preceds the agreement.

There is no reference in the Recitals to 2 resolution of ¢laims between or among UK

Affiliates and no provision therefore in the Seitlement Agreement.

The release given by LBII and the Debtors to PLC and its affiliates, including LBUKII
(“the Dehtor Released Parties™) is at Section §.02°% (“the Release Clause™) and

provides as follows:

“Debrtors® Release. Upon the occurrence of the Effective Date, except with respeci to 1)

3
m
3z

These are various Lehman Growp entities described at footnote 2, page | of the Serlement Agresment.
[ET16/458-9].
[ET16/498-9|.
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493,

494,

the Allowed Clainis and the Admitted Claims and any rights and distribution entitlements

I

in respect thereof, (2) ihe agreements, promise, set 18, representations and
warranties set forth in this Agreement, (3} the performance of the obligations set forth
kerein and (4) the Exciuded Items, and in consideration of the foregoing aad each Party'’s
execution of this Agreement, eachk Debtor {...]. hereby fully and forever releases,
discharges and acquits each Debior Released Pany, from all Couses of Action
(including in respect of any derivative claint by any third parry or representative of any
Debrars ' estate, including the official committee of unsecured creditors appainted in the
Chapter 1] Cases), whetker at law or in equity, whether based on conmact (inciuding
guisi-contract, gudrantee, indemnity or estoppel), siatute, regulation, tort or atherwise
fexcluding firaud in connection with the negotivtion of (4) this Agreement or (B) the
amounts of the Allowed Claimy and the Admitted Claims). accried or unaccrued.

Joreseen or unforeseen, foreseeable or unforeseeable, known or unknown, matured or

ki3 Frherd,

unmaiured, ficed or contingent, liquidated or I certain or contingent, in each
case, that arise from, are based on, connected with, alleged in or related to any facts or
cirvmstances in existence prior 1o the dute hereof, including (1) any Funding Claims, (i)
any Causes of Action under chapter 5 of the Bankruptcy Code or similar actions under
applivable state luw, (iil) except as explicitly set forth in Section 2.04. any claims bused
upon an asserted Fright of subragation, indemnification (whether express or implied),
confribution or reimbursement, including any such claims In connection with
distributions to army of the UK Affiliates or any of their creditors based vupon a guarantee
ur simitar ducument by LBHI or any Lehman Entity and (ivi all Caises of Action against
any Debior Released Party, arising from, in connection with, or relating to amy Causes af
Action against any other entity fwhether or not a Party) existing as of the date hereaf.
Fur the avoidance of doubt, this Section 802 is without prefudice to any of the Debtors’
rights or Causes of Actions against any entity that is not o Debtor Refeased Party™
(etnphasis added}.

There is an analogous {end materially similar) telease at Section 8.01°* pursuant to which

the UK AfTiliates release their claims againsi the Debtors.

In each case, there are express-carve outs from the relevant release:

333

[E/T16/457-8].
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n The Admitled Claims and the Allowed Claims i.e. the subsisting compromized
claims between the Debtors and the UK Affiliates as a result of the Settlement

Agreement.

04} The Excluded llems i.e. the cominuing issues and claims that were not addressed

at all in the Settlement Agreement and left over to be determined at a later date.

495, The Seulernent Agreement also includes several other provisions npon which LBHI will

rely at brial:

(13 Section 4.04(b)"*' (“Title: No Prior Transfer of Claims™) provides that:
“ro UK Affillate may..assign..any of the claims.that are released
hereunder.. provided ihat after the Effective Date the UK  Affiliates
may...assign_._any of the Alipwed Claims™.

(2} Section 5.04{a¥* ("Title: Ne Transfer of Claims™) provides that:
“Each Deblor (i) owns all ¢laimy it may have against any UK Affiliate, including
all claims released hereunder, free and elear of any and all liens, claims, setoff
rights, Securiny interests. participations or encumbrances creared or incurred by
such Debtor...”.

486.  LBHTIs position is that both of these provisions were breached or false if and to the extent
that LBUKH's subsequent transfer of its claim against PLC to LBHI resulied in a
refrospective release.

The Experi Evidence

497, Anticle 12 provides thal the Settlement Agreement is governed by the laws of New York
and the Bankruptey Code.

458.  Pursuant to the order of Mann J dated 24 July 2018, LBHI and Deutsche Dank were given

permission to adduce expert evidence of US law. Pursuant to the Order of Hildyard [

334
315

[E/T16/493-d|.
[EfT16/495),
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499,

500.

dated 31 July 2019, the Court circumscrbed the questions for consideration by the US

law experts as being {“the Expert Issues™):

)} What are the rules of contractual interpretation under New York law and the
Bankruptey Code, insofar as relevant and applicable to the interpretation of

Section §.02 of the Settlement Agreement?

(3] As a maner of New York law and the US Bankrupicy Code, is extrinsic evidence
admissible for the purpose of interpreting the scope of the Settlement Agreement,

and in panicular Section 8.02? If z0, on what basis?

LBHI ond Deutsche Bunk have both produced expert reports on the Expert Issues. These

arc:

(1Y  For LBHI: the repori of Allan [.. Gropper dated 5 June 2019 (“the Gropper
Report™) [D/¥1/1]. Judge Gropper is a member of the bar of the State of New
York and a2 retired iudee of the Bankrupiey Court of the Southem Digtrict of New
York, In his capacity as a judge of the Bankrupicy Court, Judge Gropper authored
several opinions to delermine cases anising out of the scope of releases under New
York law, including: Chapter 7 Trustee v Greenwich Insyrance Co (In re Acirade
Financial Technolpgies} [IWVW2/74] {in which he did not enforce a general
release); and T-Bone Restaurant LI.C v General Electric Capital Corp (In re
Glazier Group Inc) {D/V2179] (in which he held that the release covered claims

anising prior to buf not after the date of the release).

2} For Deutsche Bank: the repon of Roben 8. Smith dated 6 June 20119 (*the Smith
Report™ [D/V12], Judge Smith is 2 member of the bar of the State of New
York and a former Associale Judge of the New York Court of Appeals.

The Experts met on 24 June 2019 to discuss their reports. As a result of their meeting and
subsequent correspondence, they have agreed and produced a “Joint Report of Experls”
dated 25 July 2019 (“the Joint Report™) [D/¥ 1/4]. This contains, as per paragraph 18 of
the Mann Order, a list of areas where the Experts agree, and a list of areas where they do

not agree (including a brief summary of the reasons for their disagreement).

J1ATI2/227-8].
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Arens of Agreement

501.

502.

503.

Jaint Report, [4]-{11] [VV1/4] sets out (he agreed pencral principles of contract law

under New Y ork Taw, including:*’
(n A contract must be construed as a whole, giving effect to all s pravisions.

2y A contract sbould be interpreted lo avoid unfair or anomalous consequences.
Parties lo an agreement are presumed to act gemsibly in regand to @, and an
interpretation that produces an absurdly harsh result or a forfeiture is 1 be
avoided.

Joint Reporl, [12])-[17] [D/¥1/M] sets out the agreed principles govemiog the
interpretation of releases. These include Lhe following:

(1Y In determining what claims are coversd by a relemse, New York courts will
consider Lhe purpose for which the release s executed and the intentton of the
parties, in each case ns expressed by the language of the release and the contract
within whichb Lhe release is found,

{2y Where appropriate, New York courts will, based on the intent of Lhe parlies as
inferred from the context of the release, limit the effoct of penerul relesses
containing broed language. A general release will be limited to the claims that

were within Lhe conternplation of the parties at Lhe fime the release was erecuted.

(3 A broed release will be given effect, regardless of Lhe parlies’ unexpressed
intemions, but in certain cases may be read not ta cover malters which Lhs panies
did not desire or intend to dispose of. In such cases a general release will be
limited to the claims thet were within the conmemplation of the porties at the time
the release was excecuted.

Joint Report, [18]-[20] [D/V1/4] sets out the agreed principles governing the admission of
extrinsic evidence,

n Where a4 contnct is ambiguous, parol evidence of prior or contemporancous

wonversanons, negotiations and agreements are admissible w clear up the

ambiguity.
a7 These will be familiar v an English judge, as Mann J explained in Citibank v Ooesnwond [2018)
EWHC 448 (Ch) 2t [42].

164



(2 Post-transaction condoct used to fnterpret whet the partics undemsioed the
agreement o menn i referred to as the parties’ “praclical construction”™ of an
agreement, Ivolaed, inconmistent or equivoesl conduct does not quulify as
practical construction

Avreas of Disapgreemend

504,

508,

5086,

507,

Joint Report, [21]-[26] [D/V1/4] sets out the aveas of disegreement in relation to the
interpretation of releases,

The fArst issue relates to carve-guts from general releases. In summary:

(I  Judge Gropper's opinior (Gropper Report, [47]) [D/V1/1] is that the words ol a
generdl release wili be limited by a Recitn) where there is nothing on the face of
the agreement which otherwise indicales thal matters other than those in the
Recitals are intended to be discharged.

{2)  Judge Smith's opiniom (Smith Report, [38]) [DWV1/2] is that the Reciml of
particular released ¢laims 0 a general relsase will not be read to imply the

exelusion of other claims not recited from the scope of the release.
Though this is a matter for oral evidence, Judge Gropper's evidence is ax follows:

(1 A release mey not he read to cover malters to which the parties did not desire or
intend to dispose of (Consglidawed Edison Ing v Northeast Utilities 332F Supp 2d
SDNY 2004) [I¥V1/58]. The meaning and coverage of a general release depends
on the controversy bemyg setUed and upon the purpose for which the eicase was
actually given (In re Mercgr 141 AD 3d 594 2° Dept 2015} (IVV2/88).

(2) it was the duty of any party who desired w expand the Release beyond the claims
which were "oulstanding” amoag the Deblors and the UK Affiliates at the Hma of
the execution of the Release to have so specified in the Releasc itself (Haskell v
Milier 221 App Div 48 1* Dept 1927) [IVV14].

The second issue relales Lo the unliquidated and unmatured claims.

m Judge Gropper’s view (Gropper Repor. [42], [44]-(491) IDVV1/1| is that
unliguidated and onmatured claims (for example, a5 in the Release Clausc, claims
that ar¢ “eccrued or unaccrued, matured or unmetured, fxed or contingeot,
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308,

509.

310.

liquidated, certain or contingent™) do not encompass claims held by a third pary
at the time of the releuwe (bt which zre acquired later by the releasor).

2 Judge Smith"s vicw is thal such claims may include claims nol accrued at the time
of the relense, and that it would not be accurate to say that such claims were
limitedl o “efaimy that @ refeasor held at the time the relegse was granted”.

Agaio, this is a maner for cross-examination, Judge Gropper’s position is that the purpose
and content of the Seftlement A greement was the release of “outstanding cluims” berween
the Dchtors and the UK Affiliates {other than the exiant “Excluded 1tems”, which the
panies chose to defer to be addressed later in time). It is clear from the Settlemem
Apreement that the compromise of after-acquired claims was not within the

contemplation of the parties at the time the release was eaecuted.

Further, Joint Repod, [27)-[36] [D/V1/4] seis out arcas of disagrecment in retation m the
admission of exirinsic cvidence, the nalure of subrogation and the California case of In e
Professiona) Sawdlite and Communications LLC, 2017 WL 4286895 5D Cal Sept 27
2017 [D/V1/B9].

The areas of disagreement in relation to exlrnsic evidence relete to the parol evidence
rule &re, in summary, 45 follows:

(1 Judge Gropper's opinion {Cropper Report, [3%]. [42]-{46]} (VY L/1] i3 that the
rule has Frequently been modified by the New York cowrts, and does not bar
evideoce as to what was within the conternplation of the parties as to the scope of
the release. Further, whether or not the contract is ambigucus, the rule does not
har evidence of Lhe panties” “practical constructioo” of (he agreement, which has
been held to be “compelling evidence” of the parties’ inlemt. The purties
subsequent conduct bas frequently been held 1o be good evidence of their original
contemplation &s to the scope of the release (Gropper Repord, [25]-[26], [39])
[D/Y1A).

(2) Judge Smith’s opinion {Semith Report, [33]) |IVV1/2] is Lbat the parol evidence
rule applies as much to releases as it does to other contructs, Further, the purol
cvidence rulc is a bar to cvideace of post-iransaction evermts. The partics” practical
comstruction is only considered where an agreement is found to be ambiguous.
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511,

sz,

53

514,

As se1 ant below, end given the volume of evidence, this is not an issue which the Court
needs W consider o7 determnine. Either Section 8.02 is clear and unambighous — in which
case, e¢vidence of subsequent comduct is irrelevent any wey — or 18 it unclear and
ambiguous - in which case evidence of subsequent coaduct will be of posaible relevance
and assistance 1o the Court. A debate about whether exirinsic gvidence is admissible
where o provision is clear and uneguivocal is ultimalcly an arid one lhat is of academic

Interest only.
In relatian to subrogation, in summary.

(1) o Judge Gropper’s view (Gropper Report, [49]-[50]) [D/V1/1], claims besed on
rights of subragation are not eoder New York law similar w after-acquired claims
beeause lhey are contingent and unliquidated but held by the seleasor at the date
of the release.

{2) Judye Smilh’s view (Smith Report, [51]) [D/¥ 1/2] B (hat rights of subrogation are
comparable 10 after-acquired claims because they have not matared or accrned at
ihe date of the release,

In relation te In re Professional Satellite, which is the only casc at all ciled by Deutsche
Bank for the proposition thet e release can be extended to include after-scquired claims;

(n In Judge Gropper’s opinion (Gropper Report, [55]) [DVV 171, the facis of the case
demonstrate thar the commereial purpose of the relevant setlement could have
been filfilled only by a finding that an afler-acquired claim had been released,
The case (which is California decision thet has never been cited in New York)
was very obviously decided on special fscts that are of no application in the

current case.

(2) In Judge Smith's vicw (Smith Reporl, [43]-(45]) [D/V1/2], while oot binding on
the New York courts, the decisian i3 well reasoned and would be accopted by a

court applying New York law.

These further issues will be matters for crass-examination st wial.
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Ordirary meaning: the PLC Sub-Debt has not been released

”

515,

516,

LBHI's position is clearly stated at Joint PP, [35)-[40] [A/T5/81-85] and Reply PP, [59]-
(64] |A/TI0/206-211].

In relation to the ordinary meaning of the agreement:

(n The Recitals 10 the Senlement Agreement very clearly delineate the scope of the
compromise contemplated by it. The parties intended to compromise “all disputes
and all other outstanding issues™ based on Lhe proofs of debt and other
comespondence cxchanged between the Debtors and the UK Affiliates. The

Recilals do not contemplale the release of after-acquired claims.

2} The release of the PLC Sub-Debi was {very clearly) not in the conternplation of
the perties at the time of the Settlement Agreement (Mangini v McClurg 24 NY
2d 556} ; Consolidated Edison lnc v Northeast Utilities, 332F Supp 2d 63%). The
meaning and the coverage of a generz] release depend upon the controversy being
seitled and the purpose of the release (Jg re Mcreer, supra). The Court of Appeals
of New York has cavtioned that a release should not be read to cover the ¢laims

which the parties clearly did not intend to waive {(Lucent Technologies, supra).
The purpose of the Settlement Agreement wass to deal with extant and
“pulstanding claims",** not aler-acquired claims, and the parties 1o it clearly did
not intend to waive after-acquired claims acquired many years later from third

parties,

(3} At the Effective Daie of 6 March 2012, the PLC Sub-Debt was held by the
original lender, LEUKH. Hoth LBUKH and PLC are UK Affiliates for the
purposes of the Settlement Agreement. The Recitals do not contemnplate the
release by one UK Affiliate of claims against another UK AfTiliate i.e. they do not
contenplate the release of the PLC Sub-Debt,

(4} The Settlement Agreement does not refer to the release of afler-acquired ¢laims.
Indeed, key provisions suggest the reverse. Section 4.04(b) (“no Affiliate

kil

Similatly, in In r¢ Merger, the Coun relied on express language in the release that it purporied to
“resolve any and all claims and disputes raised or whick could have been raised by the parties”
(Gropper Repert, [30]): howeyer, that referred to extant claima, not after-acquired claims.
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518.

519,

520.

521,

522,

may...assign.....any of the cloims..... that are released hereunder”) envisages
that claims being released are ones held by the paries at the Effective Date; and
Section 5.0Ha} ("Each Debior (i) owns all claims it may have against any UK
Affiliare, including all claims released hereunder™) also envisages that the only
claims being released are ones that are held at the Effective Date, Both clauses
offer very strong support tar LBHE's construction. As Judge Gropper states, these
representations would have essentially been false if LBUKH's transfer of the
claim against PLC resulted in a retroactive release (Gropper Repord, [43]).

In relation to the commercial purpose of the releases in the Sertlement Agreement, their
purpose was for the Debtors o release the UK AfTiliates; and for the UK Affiliates to
rclease the Debtors. The objective aim of the Settlernent Agreement was not for the UK
AlTiliates to relcase other UK Allilates.

Deutsche Bank's position is set out at DB PP, [26]-[32].

Remarkably, Deutsche Bank raised ifs release argument for the [irst time approximately 1
month before the issue of the PLC Application. The construction advanced is plainiy at
odds with the intention and purpose of the Settlement Agreement, and is obviously

absurd. It should be dismissed in shorr order.

Dentsche Bank is arguing in substance thal a circa US$2 billion claim was forfeited
mercly because it was assigned to another pany. Such a release would effectively amount
1o a waiver for no economic value, which would be very unuswal (Geraghty 2, [52]).
Under New York law a contract should be interpreted to avoid unfair or anomalous
consequences {Joinl Repor, [11]; Gropper Repor, [40], [54]); and New York law abhors
a forfeiturc {Gropper Report, [40]). 1t is inconceivable that sophisticated parics advised
by lawyers would have bargained away a US32 billion claim without any monetary
congideration {Consolidated Edisen, supra).

Deutsche Bank’s textual argument is largely based on two poimts,

First, Deutsche Dank relies on the apparent breadth of the expression “all Couses of
action.... whether.... accrued or unoccrued. foreseen or unforeseen, foreseeahle or

unfareseeable, known or unkmown, marured or unmatured, fixed or contingent..... in each
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523.

524,

525.

526,

case, that arise from, are based on, connected with, alleged in or related tv any fucts or

circumstances in exisience prior to the date hereaf’ (emphasis added).

It argues that “any claim in respect of the PLC Sub-Debt arises from, is based on,
connected with, alleged in or related to facts or circumstances in existence prior 1o the
date of the Settiement Agreement becanse such claims orise from sums advanced to PLC
priov to the Settiement Agreement under facility agreemenis ertered imto prior to the

Settlernent Agreement” (DD PP, [31.2]} (emphasis added).
This is misconceived:

(1} The Recitals state at most that the settlermnent was designed 1o “resodve all dispiites
and all other outstanding fssues” among the Debtors and the UK AfTiliates
{Gropper Report, [31]).

(2} Unknown, unforeseen and unforesccable claims are claims that che releasor

]
73
13
3]
3
i
el
4w
1)

t the time the release is executed but of which he is unaware, These a

3

not the same as aflier-acquired claims, which are not even held by the releasor at

the time of the release (Gropper Report, [31]).

(3} A party can only release claims that it has the power to relesse, and even the
troadest release does not release a clum belonging to another person {Gropper
Report, [42]).

Second, Deutsehe Bank contends that (4) where particular claims are net explicitly carved
out of a general release, they will be deemed to be included in it (DB PP, [27.3];, Smith
Report, [38]); and (h) the PLC Sub-Debts are not expressly carved out of the release in
the words “except with respect to (1} the Allowed Claims and the Admitted Claims and
any rights and distribution entitfements in respect thereof, (2) the agreetrents, promise,

settlements, repre. and warranties set for In the Agreement, (3) the performance

of the obligations set forth herein and (4) the Exciuded Hems™.
Again, this is misconceived:

3 This is an averly broad statement of the law (Gropper Repor, [32]433]). In fact,
none of the cases relied upon by Deutsche Bank support this as an invaniable rule;

and none ol them concern aler-ucquired claims.
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2} The main decision relied upon {Hack v United Capital Corp 247 AD 2d 300) did
observe that genetelly releases can be constued broadly to cover “all” claims:
critically, though, the decision cited Mapngini v McClurg (see above) for the
proposition that a rclease can be avoided if' it “does not represent the intent of the
parties™; and, even more significantly, the Court noted that a release ordinarily
covers claims or causes of action “arising prier to ity execution™ (emphasis
added).

(3} Accordingly, very limited weight is to be anributed to the fact that after-acquired
claims are not expressly carved out in Section 8.02. The absence of a carve-out in
relation o afler-acquired claims dees not mean they were implicitly includsd in
the release; rather that they formed no pan of its purpose wharsoever, fell outside

its scope, and did not need to be carved out.

Deutsche Bank makes several other textual points, which are again wrong; see Reply PP,
162].

(1} Deutsche Bank says that the “occurrence of the Effective Date took place on 6
March 2012" and that this was a condition precedent to the release which has
been satisfied DB PP, [31.1]. The wording militates against Deutsche Bank's
position. It indicates that the release took effect “Upen™ the Effective Date and
extended only to Causes of Action held by the Debtors on the Effective Datwe
{Deuische Bank omits the word “Upon™). The wording is net a cendilion

precedent.

(2} Deursche Bank says that the PLC Sub-Deb arises from “facts or circimsionces in
existence” prior to the date of the Settlement Agreement i.e. the sums advanced
under [he PLC Sub-Debt were lis1 advanced in 2004. This misconstrues the
phrase “facts or circumstances in existence”. There was no factual or legal nexus
between LBHI and PLC with respect to the PLC Sub-Debt before the Sertlement
Agreement, and therefore no Cause of Action between them with respect to the
PLC Sub-Debt that could be the subject matter of the Setilement Agreemenlt.

{3}  Deutsche Dank says that there is no temporal restriction in Section 8.02. This purs
the can betere the harse. The issue is not whether afier-acquired ciaims are
excluded from the scope of Section 8.02; but whether the ambit of the Section
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§.02 release extends 1o claims acquired by the Debtor more than 5 years afler the
Effective Date,

1) Deutsche Bank says that by Section 8.02(iii)) LBHI apreed that the Causes of
Action released included “claims based on an asserted right of subrogation.....
hared upon any guaraniee or similar document by LHEBF, that this refers to
Causcs of Action that LBHI could acquire by subrogation only afier the dae of
the Settlement Agreement; and that this shows that Section 8.02 is concemned with
after-acquired claims. This is factually and legally wrong. These claims were not
acquired by LB afler the Lffective Date, they were the legal incidents of
guaramees issued, or allegedly issued, by LBHI pricr to the Effective Date of the
Settlement Agreement (“the LBHI Guarantees™). Under US bankrupley law,
Guarantee Rights and Obligations are nat considered 1o be flure-acquired claims

{Gropper Repon, [507). They exist at the time the release is given.

Finally, Deutsche Bank relies upon Re Professional Satellite, the California case which
held that a release had the effect of releasing a claim subsequently assigned to the
releasing pary.

In that case, there were two claiins against the company (“Claim 41™ and “Claim 50™).
Both were covered by the relevant Semlement Agreement. The Sertlement Agreement
provided that to the extent one debtor, Schiff, made a payment on Claim 50 it would
result in a credit in relation to Claim 41. Separately, Claim 41 was assigned to Schiff.
Thus, if Claim 41 had not been released, Schiff would be entitled to claim the credit
resuiting from Schifl's payment on Claim 50. It was held that the release included Claim
41 in Schifl's hands. Otherwise Schiff would have recovered 1he benefit of payments it

maile under the Settlement Agreement.
LBHI's position is as follows (Gropper Report, [55])

(1} The Bankruptcy Court found (page 4) thar the crediugr’s “attempt to back door
claim against fthe debior] by subsequently acquiring from fa co-obiigor] its
proof of claim [} against fthe debior] (for no monetury consideration) is, in the
Court’s view, a violation of the spirit of the SA [Settioment Agreement]. As the
parties agreed in the SA, the only possible avenue fir the foreditor] to rerain a

claim against fthe debior] was for [the creditor] to have paid fits co-obligor's]
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claim and then make o claim against fthe debtor] for the aliquot portion™. 1t did

not do 50 and was deemed to have released the claim.
2 The case was decided on its own, very special facts.

(3y  The case is of no application in the current conmiext (which does not involve
evidence of duplicitous conduci in relation to the assignment of claims) and does

not assist.

Deutsche Bank does not seriously address the issue of the commercial absurdity of the
construction it advances. Its only argumcnt appears to be that the non-rclease of the PLC
Sub-Debt would underming the fundamemal commercial purpose of the Settlement
Agreement by leaving in place a substantial inter—company liability between LBHI and
P1.C (DB PP, [32.2] | A/T8/138-9]). That is simply wrong. The Recitals ta the Settlement
Agreement (and Geraghty 2) show that the purpose of the agreement was to compromise
claims between the Debtors and the UK Affiliates that were “outsianding” at ihe date of
the agrecement; not to telease aRer-acquired claims of LBHI oMained from the UK
Affiliates some 5 years later through a series of assignments (Geraghty 2, [53]-[58]
[CFTT/100=1). Further, 2 number of LBHI's claims were not relcased, as set out in
Schedule 10, including 2 claim by LBHI against PLC for $63,893,551 (Joint PP, at
[35.4)).

Conglusiong

532

533,

LBHI's interpretation is plainly preferable as a matter of the ordinary meaning of the

words (leking account alse of commercial constderations}.

Further and in any event, Article 25 of the Settllemcent Agreement comtains a “'no third-
party beneliciary clause” excluding any third-party rights under the Settlement
Agreement. Deutsche Bank’s argumeuls as a maner of New York law amount to a third
party seeking 1w enforce a release under the Settlement Agreement for s own benefit:

and are therefore in contravention of Article 25.

Settlement Agpreement: Subs¢quent Conduct

534,

Both LBHI and Deutsche Bank seek to rely upon the subsequent conduct of the parties in

connection wilh the Release Issue.
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333,

336,

537

538,

However, Deutsehe Bank seeks 16 do so having now withdrawn the only witness cvidence
n support of its case i.e. Sutton 2, Having done so, it is unclear how Deulsche Bank can
continig to advance this argument ot all.

The PLC Sub-Debt was assigned to LBHI in 2017, over 5 years afler the Seitlement
Apreement became offective, [t wak transfemed mitislly from LBUKH to LBLIS; thon
from LBLIS w LBDI; and fom LBDI 1o LBH! (Geraghty 2, [$3]-[58]). The Notice of
Assignment was signed by Ms Bruce on behalf of the PLC Joiot Administrators. She
acknawledped the assipnment and agreed that all dividends and/or payments due 1o LBD1
in respect of the PLC Sub-Debt would be paid direcily to LIEILL

In any event, Deutsche Bank’s new “Release Arpument” runs directly contrary to the
actual treatment of after-acquired claims as between LBHI and the UK. Affitiates.

LBHI relies on a Claims Schedule which shows (hat claimes against the UK Alfilistes with
a nominal valoe of £4.2 billion and €180 million have been assigned 1o LBHI since the
Sctilement Agreement. By peying distributions of approximately £955 million and €72
million on the claims post-transfor, the UK Alfitiates have demonstrated by their contuct
that the claims werc nol rcicased cpon the transfer to LRI {Geraghly 2, [61]
|CT7/101]).

Thte evidence from the Cleims Schedule — a few examples of which are set out below —
points overwhelmingly to the conclusion that the Settleroemt Agreement does not release

afier-acquired claims,

Alter-Acquired LBIE Claims

540,

541,

LBHI has acquired claims apainst LBIE aficr the date of (he Scrdement Agreement with a
towal notional value of £568 million (“the ARer-Acquired LBIE Clalms”) {Geraghty 2,
[63]-[66] [C/T7/102-3]}. The oripinal owners of these claims were third party creditors
and UK Affiliates. The LBIE Scheme was sanclioned in June 2018. LBHI was permitted
by the LBIE administrators 1o vote in relation 1o the Afier-Acquired LDIE Claims, and
they were ulimately péid out and compromised under the LBIE Schieme, with LBHI
receiving distributions in respect of statutory interest of approximately £249 million,

Deutsche Bank reised cortain objections to the LBIE Scheme but did not argue that
LBHI’s claims bad been released under ihe Setrlement Agreement nor Lhat such a release

should prevent LBH1 fom Voting in [avour of the scheme. Further, none ol (he parties to
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the Settlement Agreement argued that the After-Acquired LBIE Claims had been released

and the claims have now all been paid in full.

LBHI2 L.opn

542,

On 16 September 2016 LBHI as borrowet antered into a term loan facility agreement with
LBHI2 Financing Limited {a wholly owned subsidiary of LBHI2) as lender (“the LBHI2
Loan™) {Geraghty 2, [67]-[69] |C/T7/103=4]). LPHI assigned a number of the Afier-
Acquired LBIE Claims to LBHI2 Financing Limited by way of security, with admitied
total notional valuc of approximately £250 million. If LBHI2 Financing Limited or the
LBHI2 administrators had considered them to be released, they would have had no value
as security. Further, the LBIE Joint Administrators acknowledged the assignment and
rcassignmient of these claims. This shows that they did not consider them to have been

relezsed when originally transferred to LBHI.

LBL Claims

543

544,

545,

LBHI has acquired claims held by the third parties against LBL (another UK Affiliate)
afler the date of the Seitlement Agreement: for example, in 2017 LBHI acquired certain
claims held by a third party against LBL (“the LBL Claims") (Geraghty 2, [70]
[CTT/104]).

In February 2017, Mike Jervis, on behalf of the joint administrators of LBL (“the LBL
Joint Administrators”) acknowledged the assignment to LBHI and agreed to admit the
claims against LBL (Geraghty 2, [71]-[73] [C/T7/104]). The LBL Joint Administrators
have not suggesied that these claims have been releazed on assipnment o LBHIL On 6
August 2018 Sidley (for Deutsche Bank) wrote to Dechent (for the LBL Joimt
Administrators} stating that the LBL Claims must have been released under the
Settlement Agreement. Dechert responded on & September: “our clients have admitted
and paid disiributions ... full knowledge of the Seitlernent Agreement... it is evident from
thar conduct that the LBL Joint Administrators did not consider the Settlement Agreement

to have released such claims™.

LBHI has received distributions of approximately EL0O million in respeet of the LBL
Claims (Geraghty 2, [74] |[C/T7/105)).
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SBubsequent eonduct: the PLLC Sub-Debt has not been relcased

546.

547,

548,

349

There i3 a dispute between the expenis about whether evidence of subsequent conduct i
admissible in ali circumstances (i.e. urespective of ambiguily). However, as enplained

zhove, this is an academic debate the Cowt does nnt need to resdlve, This is becrise:

(1) LF the clause is clear and unequivooal, the Courd does not need to refer to evidence

of subsequent conduct in any svent.

2 If lhe cleuse is unclear and equivocal, is it common ground that the Courr can
consider extrinsic evidence s part of ils “practical construction .

The subscquent conduct of the partics is cicar and uncquivocal and overwhelmingly
fevaurs the LBH] coostruction i.e. tbat Section 8.02 does not release aller-ecquired
claims,

Deutsche Bank advances two further arguments (DB PP, [32.3] [AfT§/139]).

The (st of these is a sedlement agreement between, amonpst others, LBIE and LBHI
dated 10 Ociober 2014 {“the STG Agreement”)'®. Clause 5.| provides that each
“Agreed Proof Creditor’s Admitted Claim is assigned to LBHI” subject to the proviso
that "any releases in the 2011 Settlemen Agresment shall not apply to the Agreed Prool
Creditors” Admitied Claims™**", The point advanced is that his is consistent with LEHI
praclically comstruing Section 8.02 as applying to afier-acquired claims. This is incorrect:

(1 Joho Keen (who negotiated the STG Agreement for LBHI) does oot recall any of
the parties to Lhe agreemem asseriing thet, in the absence of the words in Clause
5.1, the claims weuld be released (Geraphty 2, [77) [CFT7/105]).

(2} These words were "belt and hraces™ rather thsn meflective of a pmcticel
construction by LBHI,

(3) The STG Agreemenm did oot form pan of the same mansaction and is therefore
inadrmissible and/or trelgvant as a matier of New York law (Gropper Repon,
[57)).

i
a0

[P/VO/4RRE-4949]
{R/V/4500],
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550.

551.

The second of these is the setilement agreement between, amongst others, LBHI, the
same “Debtors” under the Settlement Agreement and Deutsche Bundesbenk dated 11
October 2011 (“the DBB Agreement”y". The DBB Agreement expressly excluded
“fiure assigned” claims from the scope of the rclesse. The point advanced is this
exclusion must show that, where LBHI inlended Lhat a release did not apply to future
assigned claims, that intention was expressly recorded in an agreement. This analysis
suffers from several obvious deficiencies (not least that the DBB Agreement pre-dores the

Settlement Agreement, and so is not evidence of subsequent conduct at all):

(1} The DBB Agreement was nepotiated between different parties, in a different
situation, and is therefore inadmissible. It did not form part of the same
transaction, and therefore a New York courl would conclnde that the DEB
Agreement is inadmissible/ielovant as a matter of New York law {Gropper
Repart, [57]).

2} The exelusion of Acquired (ther Creditor Claims from the release in Clausc 7.2
of the DBB Agrcement merely reflects that the acquisition of future claims by
Deutsche Bungdesbank was a matter the parties to that particulat agreement chose
to address expressly (Geraghty 2, {79] |C/T7/106]).

The two peins advanced by Deutsche Bank are, at best, “isolated. inconsistent and
equivocal’”, and therefore do not qualify as practical construction {see Joint Report, [20]).

Conelusions

552,

This is a straightlvrward peint, and the ordinary meaning of Section 8.02 and commereial
considerations militate in favour of LBHI's construction. However, to the extent the
Courl wishes w consider the further issue of subsequent conduct, the evidence of the
subscquent conduct of the panties o the Settlement Agreement ¢learly and unequivocally
shows that there was no intention to release afer-acquired claims under the Settlement

Agreement.

Deutsche Bank's Alternative Argument

553,

If {as LBH! contends is self-evident) Deutsche Bank is wrong about Lhe Setllement
Agreement, Deutsche Benk advances a further, allernative argument, that LBHI's claims

kLl

[E¥7i3T14-3739].
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554,

A

555,

336

undet the PLC Sub-Debt have in any event been released in-part (if nod i Full) as a result
of the LBHI Guarantees; see DB PP, [33] [A/TRA40-1] (“the Aliernative Release
Argument™).

The Alternative Relense Argument from Deutsche Bark appears 1o run as foflows:

nm Under Section 2.04 of the Settlement Agreement, LBI allowed & claim under the
LBl Guarantees by LBUKH, as originnl lender of the PLC Sub-Debt [“the
LBUKH Allowed Claim'™).

(2) LB1il has made distribulions under the LBUKH Allowed Claim in the sum of

over $216 million.

(» The effact of such payment was lo release or otherwise diminish the amount off
any claim that LBHI can nssert as the assignee of LBUKH under the PLC Sub-
Debt {purporting to draw support from Re Blakeley (1892) 9 Morr 173; Re

Amalgamated (nvestment and Property Co Lud [1985] Ch 349},

{4y  Any secondary claim thst LBIIl may otherwise have aguinst PLC by way of
subrogation is released by Section 8.02(iii) of the Setilement Agreement.

licable La incipl

The siarling point is the well-csablished principle that o creditor is entitled 10 prove for
the full amour of ils debt in the insolvency of the debtor, notwithstanding that payments
have been made by a surety in respect of such claim (unless and until (be creditor kas
been paid in full).

This principle is derived from 1he case of Re Sacs [ 189612 QB 12. [o Re Sass;

(1) A surety guaranteed a bank ihe payment of aff sums of money owed by the hank’s
customer (8" - being £755 — albeit the rucoveries werg not te exceed £300. §
became bankrupt. The swery paid the bank £30{ under the guarentee. The bank
cluimed o prove in the banknupicy for the entire £755, The trustee rgjecied the
proof of debt (on the basis that it should be reduced by the smount received from

the surety).

{2y The Coun (Vaughan Walliems J) conctuded thet the tmsice was wrong w© do so.
In doing 5o, it reasoned that: on Lhe construction of the guaranice, the surety was
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557,

538,

surety for the whole of Lhe debt; the right of subrogation only arises where the
surety has paid the whole the debt; as the surety had only paid pari of the debt, he
had no right to prove in priority (o the bank; and the debtor’s liability remained
unaffected by the amangement between the bank and the surcty, so that the bank

could prove against the debtor for Lhe whole amount,

This principle has been restated and followed many times. For cxample:

(1}

(2}

[n Ulster Bank v Lambe [1966]) NI 161, Lowry J said that:

“The true principle is that where the entire debt is guaranteed, with or without
limit, the creditor cor sue the principal debtar, or claim in his honkrupicy, for the
Sull amount of the debt, despite any payvments on foor of @ guarantee, whether they
are made before or after the principal delror's honkrupicy, provided these

payments in the aggregate fall short of the full amount of the debt™.

[n Sugar Hut Brentwood Ltd v Noreross [2008] EWHC 2634 (Ch) Kitchin J said
that:

“Finally, where a guarastor gwaraniees the whole of the principal debt as
opposed to part, hut his labifity is limited to a maximum amount and ke pays that
maximum amount, then the creditor is entitled to prove for the full amount of the
debt in the principal’s insolvency and the guarantor may mot prowe in the
insafvency for the amount he has paid uanil the creditor has been paid the entirety
of the debi: In re Sass {1896] 2 QB 12. This principle is expressly reflected in the

terms of the guarantees to which I have referred”.

See also The Law of Guarantees (Millett & Andrews, 7™ edition, 13-007):

“...where the principal is insofvent and the surely makes a part payment to the
creditor before the creditor has been paid a dividend, the nile is that the surery
has no right to prove and the creditor does not hawe to give credit by reducing his
proaf by the amount received from the surety, so long ax the creditor does not
receive maore than 100 pence in the pound....... The basis of the rule s that the
surety has underiaken to be responsible for the full sum guaranteed, inchiding
whatever may remain due to the creditor offer receipt of dividends in the
principai's insolvency and cannot prove (or more correctly, receive a dividend) in
179

539,

560,

competition with the creditor for a right of indemnity. Since the creditor is himself

entitied to prove for rhe whole amount without giving credit for sums received

Jfrom the surely, the rufe against double proof will, upen the creditor proving for

the full amount of the debt, preclude the surery from providing....in relation 1o the

part paid”,

The case has also been cited without criticism in (amongst others): Barclays Bank Lid v
TOSG Trust Fund Lid [1984] AC 626 (HL); In 1e MF Global UK Ltd (in special
administration) {No 4} ¥ Attestor Value Magter Fund 1P [2013] EWHC 2256 (Ch).

The principle remains good law,

Application of Re Sass

561.

The correct analysis, applying the principle is Re Sass, is therefore as follows:

(1

@

(3}

(4

The LDIHI Guarantees were for the full amount of the PLC Sub-Debt.

Prior to the agsigoment, LBUKH would still have had the right to prove against
PLC for the full amount of the PLC Sub-Debt.

After the agsignment, LBHI has the right to prove against PLC for the full amount
of the PLC Sub-Debt.

However, the rele against double proof prevents LBHI from submining a proof”
for the full amount of the PLC Sub-Txcbt and for the amount paid to LEUKH
under the LBH] Guarantees.

Deutsche Bank Position

562.

Deutsche Bank argues lhat the effect of the payment of $216 million to LBUKH was
to release or otherwise diminish the amount of any primary ¢laim that may be asserted
by LBH] as assignce of LBUKH under the PLC Sub-Dieht. It does not cite the

decision in Re Sass {or seek to argue that it does nat 2pply): instead, it relies on lwo

further cases: Re Blakeley (1892) @ Morr 173; and Re Amalgamated and Property Co
Lid [1985] Ch 349,
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563.

564,

563,

566.

567.

These cases are authority for the proposition that (a) a creditor has a right to prove against
both a surety and the principal debtor and (b) a proof in the surcty’s estate is reduced by

any recelpts or dividends from the principal’s estate prior to but not after proof.

In Re Blakeley {1892} 9 Momr 173 (decided 4 years before Re Sass, by a panel including
Yaughan Williams J), the Court considered the effects of the bankruptcy of a surety
{rather than the principal debtor). It found that:

(1} Where a creditor proved against a bankrupt surety, if prier to proof the creditor
has received parl payment, the creditor will have to deduct the amount paid.

(2} Where a creditor proved against 4 bankrupt surely, if after proof the creditor has
received pan payment, the creditor will not have to deduet the amount paid.

The principle in Re Blakeley was upheld in Re Amalgamated and Property Co Fid [1985)
Ch 349, 385G (Vinclon I): “grave injustices aught therefore result in this and possibly

ather cases by the altermtion in the practice of deducting only sume received and

uuuuuuuuu 5 WY TE0T

dividends declared before a proof is submitted”,

The position in the curmem case is plainly distinguishable. LBHI is sceking o prove in
respect of a debt ¢laim against the principal debwr (rather thap the surety), in
circumstances where the awsignor {LBUKH) has previously received cerin payments
from LBHI in its capacity as guarantor. [n this regard, the cases relied upan by Deutsche
Bank do not assist, insofer as they concern claims against sureties (rather than principal
debtors) so that the question of when the holder of the PLC Sub-Debt submitted its proof

of det is irrelevant.

Funther, Deutsche Bank contends that any sccondary claim LBHI may have againgt PLC
by subragation by reason of its payments under the LBHI Guarantees has been expressly
released by Section 8.02(iij} of the Settleent Agreement. That is correct: but LBHI's
claim against PLC is based on the PLC Sub-Debt (ithe primary clzims) and not any right

arising in connection with the LBHI Guarantees. This point is therefore misconceived.
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Deutsche Bank’s Further Alternative Argument

568.

569,

570,

571,

572.

Firally, Deutsche Bank contends in the further altermative (DB PT, [33.6] |A/T8/140-1])
that pursuant to Paragraph 7(f} of the PLC Sub-Debt*®, the proceeds of the enforcement
of any guarantee of the PLC Sub-Debt are held on trust for PLC such that “LBR!'s claims
under the PLC Sub-Debt therefore fall to be reduced by the amounts that are or shauld be
held on trust for PLC,

The position is highty unsatisfactory:
(13 The argument is wholly unparticularised and unsupported by autherity.

(2}  This undermines the very purpose of the position paper procedure ie. that the
parties identify and describe (in outline at least) the argnments that they will

advance at mal and provide the other parties with proper notice thereof.

3 LBIII (which already has to reply to numerous arguments advanced by Lhree
parties in the litigation) will be seriously prejudiced by having to address this

further argument {of which it has not had sulficient notice) at trial.

LBHI will make further submissions in relation to this further elternative argument once

it has had sight of Deutsche Bank's skelewon argument,

Hawever, if and to the extent that Deutsche Bank chooses not 1o advance the point in ils
skeleton argument, LBHI reserves the right to argue that Deutsche Bank is estopped from
advancing this point in any subsequent proceedings on the grounds that to do sa would be

an abuse of process (as per the rule in Henderson v Henderson (1843) 3 Hare 100).
THE MSCOUNTING ISSUE
The Discounting Issue is as follows:

“Within the administration of PLC, whether or not the guantum of PLC’s liobility under
the PLC Sub-Notes for distribution purposes jails to be discounted under Rule 14.44 of
the Insolvency (England and Walesj Rules 2016, or by reference lo some other method
and if so which method”,

M2

This provides that from the Effective Date the Lender shall not “foke or enforce security, guarantee or
indemnity from any person for all or any port of the Subordinated Liabilities, ond the Lender shall,
upon cbtafning or enforcing any security, guaraniee or indemaily notwithslanding this usdertaking,
fold the same fand the proceeds thereaf} on trust for the Borrower™.
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573,

574

575,

LBHI's position {Joint PP, [45] |A/T5/87]) is that the quantum of PLC's liability under
the PLC Sub-Notes for distribution purposes falls m be discounted under Rule 14.44 of
the 2016 Rules.

Deutsche Bank's primary position (DB PP, [34] [A/T8/147|) is that the quantum of
PLC's liability under the PLC Sub-Notes for distribution purposes does not fall to be
discounted under Rulc 14.44 of the 2016 Rules, or atherwise, because PLC’s liability is

not, or should not be treated as, a future debt.
Allematively, Deutsche Benk's position (DB PP, [55] [A/T8/147|) is that:

(1 In any event, PLCs Liability under the PLE Sub=Noles, even if a future debt, 15 a
non-provable debt, and therefore Rule 14,44 of the Rules is of no application;

2} To the extent that PLC’s liability under the PL.C Sub-Notes 15 nom-provable, it is
cither incapable of being subjected to a discount, alternatively can only be

disconmted al an annronriate commern

SLOU Frivpintie COI

cial rate fheine the Fived/Flnating 15-vear
cia ratg {deing 1he rixeg/ioaling 1o-year

Swap Rate, currently 1.0016% per annum); and

(3 If PLC’s liability under the PLC Sub-Noles is reated as a future debt or lability
for distribution purposes and subject to discounting {whether as a provable or
non-~provable debt or liability), PLC’s liability for future intetest in respect of the
PLC Sub-Notes should also be admitted or accepted for distribution purposes, and
subject to discounting in the same way (whether as a provable or non-provable
debt or liability).

Rule 14.44 of the 2016 Rules

576,

Rule 14.44 of the 2016 Rules {"Debt payeble at fuiure time™) provides as follows:

14.44(1); Where o creditor has proved for a debt of which payment is not due ai the
date of the declarotion of a dividend, the creditor is entitled to the dividend

equally with other creditors, bit subject as follows.

14.44(2).  For the purpose of dividend (and no other purpose) the amount of the
creditor's admitted progf must be discounred by applving the following
Sormula - X/1.057
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577.

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 the
pavment of the creditor s debt would stherwise be due, expressed in years

{part of the year being expressed as a decimal fraction of a year).”

The rationale for the discounting of future debts was described by David Richards T in

Waterfall [ at [77]:

“......the contractual right of a creditor with a fiture debt is o payment on that due date,
but not before it. In order to bring administrations and liquidations to a conclution as
quickly as practicahle, furire debrs are discounted. The creditor receives the full present
value af the debt, calculated ar praovided by the Insolvency Rules. The contractual rights
af fcontingent and] future creditars are cleariy compromised by the insolvency pracess

but their claims ave, for the reasons I have given, properly regarded as paid in fill.”

Mandatery Application of Rule 14.44

578.

579

580.

381,

The starting point is Lord Sumption’s statement in Waterfall 1 (at [194]) that “ir is
axiematic that where the Insofvency Rules deal expressly with some matter in one way, it

is not open to the couirts to deal with it in a different and inconsistent way”.

The PLC Sub-Notes are provable future debts and fall within Rule 14.49 of the 2016
Rules (Joint PP, [44])-[46] |A/T5/87-90]).

First, 16 fall within Rule 14.44 the debt must be a debt for which payment is not due at the

date of the declaration of a dividend. In relation 1o this:

(1} In the present case, payment om the PLC Sub-Notes will fall due on their
“Maturity Date” and not be due until 2035 and 2036, respectivety.

(2} The PLC Sub-Notes are provable debts {as to which, see below).
(3} On amy view therefore, the PLC Sub-Notes fall within Rule 14.49,

Second, debts payable at a future time “mast be discownted” by applying the formula in
Rule 14.44. In relation to Lhis:

(1} The discounting rule is mandatory,
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2} Where the 2016 Rules expressly deal with some martier in one way, it is not open

ta the courts to deal with that matier in 2 different and inconsistent way,

Application of Rule 14.44: the PL.C Sub-Notes are Frovable Debts

582.

583.

584.

585,

586.

587,

588.

GP1’s claims under the PLC Sub-Notes are provable debts under Rules 14,1 and 14.2 of
the 2016 Rules.

Rule 14.1(3) provides that a “deb¢” in relation to an administrartion means, amongst other
things, “any debt or linbility to which the compary may become subject after the relevant
date by reason of any obligation incurved before that date”. Rule 13.1(5) provides that for
the purposes of references Lo “debt or labilin” il is immaterial whether the debt or

liability is present or future.

Rule 14 2{1) of the 2016 Rules provides that “all claims hy crediwrs except as provided

in this rule, ure provable as debts against the compony... whether they are present or

fi).mrn serinin or Mo-rfngnnl' aernvtained ov mmnrfl‘ng nn.lr}_. iH Jﬂmngﬁe"
Juare, corfalh oF CORBNECRL, QECoMAINe oy Suinding ofiy 11 damages,

PLC was subject to a debt or liability in respect of the PLC Sub-Notes when it entered

administration.

When each serles of the PLC Sub-Notes was issued between March 2005 and 20
February 2006, PLC became subject to contractual obligations to redeem thern at their
principal amounts on the relevant marurity date, subject to Condition 3 and Condition 7
Condilion 6{(a) of the PLC Sub=Notes. The due dates of the PLC Sub-Notes are 30 March
2035, 21 Seplember 2035 and 22 February 2036.

There can be no question that an obligalion under a contract is an obligation for Lhe

purposes of Rule 14.1 of the 2016 Rules.

In Re Norte] GrbH [2014] AC 209 it was held that the stawtory obligation arising from a
contribution notice to make good a pension deficit arose by reason of an obligation
incurred before the date on which the company went into administration. Lord Neuberger
(with whom Lords Mance, Clarke and Toulson apreed) said that (at [75]);

“Where a fiability arises after the insolvency event as a result of a coniract enteved into

by a company. there is no real problem. The contract, in so far as it imposes any actual
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589.

550.

581

552,

583,

or contingent fabilities on the company. can fairly be said to impose the incwrred

obligation”.

The same is true of a future obligation arising as a result of a contract entered into by a
company. Lord Sumption (with whom Lords Mance and Clarke also agresd) described an
obligation arising in contract as the paradigm case (at (131]):

“The paradigm case of an ‘obligation’... is a contract which was already in existence
before the company went into fiquidation. It is implicit in the argument of thase who
contend on this appeul that there is no provabie debt in thiy cuse that contract is not just

the paradigm case but the only one”.
Subordinated debits drawn up on or based on FSA Standard Form 10 are provable debrs.

Stalytory interest is (in the event of a surplus) payable on subordinated debts issued on
the same FSA Standard Form 10 in issue in this case (Waterfa]l I per Lord Neuberger ar

701 Stahitary interest wae and iz onlv navahle in reenect nf nroved dehte Rule 7 RE6TY
AU alitory 1ntergst wat anc 1§ oMy payalig it meEpect of proved Cedis! Rule 2.88(7)

of the Insolvency Rules 1986 {in issue in Wargrfall 1}. and now Rule 14.23(7) of the 2016
Rules.

Further, as noted above at [46], in Waterfall T at [72] Lord Neuberger also restored
paragraph (i) of David Richards s Order a1 first instance 10 the effect that it was open to
LBHI2 to prove for the subordinated debt afier zll *Senior Liabilities’ had been paid in
full.

Accordingly, the PLC Sub-Notes (like all of the subordinated instruments in this case) are
provable debis.

Deutsche Bank’s Contention that the PLC Sub-Notes are “Presently Due™

584

Deutsche Bank contends (DB PP, [56] [A/T8/147-8]) that, as 4 marter of construction, the
PLC Sub-Notes are current debts that should be admitted for their full, face amount and
should not be discounted.
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595,

596,

597,

508,

599,

600,

In the preseot case, it is plain that the Lehman Group specifically selected distar mefurity
dates 30 years in the fisure for the PLC Sub-Notes, as part of Lhe structure that saw it

issue perpetual securities in the form of the ECAPS.3

Contrary to the plain and obvicus meaning of the insimanents, Denische Bank advances at
DB PP [36(1)-(6)] [A/TB/147-9] at least five arpuments in supporl of its contention that
the PLC Sub-Notes are somehow “presenty due™ (DB PP, {59] [A/TA/150]).

First, it is said that the Conditions of the PLC Sub-Notes anticipate sither redemption at
rerm [Conditioo 6(z): “Scheduled redemption™) or immediate redemption at the full face
amourt {Candition 6{c}, “Redemption at the oplion of the [gsuer™); and if and ta Lhe
extent that there is to be a payment in a digiributing insolvency other than at term, such
payment umouats, on its frue construction, to redemption at the option of the [ssuer for

the purpose of Condition &(c).

This is seli-evideotly wrong. The payment of a dividend by PLC’s joint adminisirators is
in no semse “af the option of the issuer” nor 2 “redemption” of the PLC Sub-Nots.
Payment of 4 dividend under the Staunory Scheme is mandatory once the proof has been
admitied, such that it i5 oot 8t Lhe issucr's “aption” at all. Moreover, payments of
dividends would be made in respect of GP1’s proved claims under the PLC Sub-Notes
and not in nespect of its underlying claims, such that it could not sensihly be described as
a “redemption™ of the PLC Sub-Noles: see David Richards J in Waterfall 11A at [2(6];
and the Count of Appeal in Waterfall I[A at [57].

Serond, it is said that a distributing insolvency process was neither intended por
contemplated in the draRing of Condition 6; and that it is clesr romi the terms of the PLC
Sub-Motes, om their irue construchion, (hat they could ooly be (reated as currently payable,

The parlies deliberately selected distant maturity dates for the PLC Sub-Notes as pan of
purting in place a complinnt regulatory copital structure for the Lehman Group. Further, it
is pleinly the case that the PLC Sub-Notes did address an ‘Insolvency’: see Conditipns
3(a)(i) end (ii).

™

See ke Lehman Group Presenmation daed 25 Febmuwry 2005 at page 3 [FAV1IA94]: “3h-pear
subordinated debr Iy isswed out of UK SPV... Thiy sub-delt & purchased by a limited parmerchip that
Ixvues perpaiual preferved securities ta fund the purchave” (cmphusis added).
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Third, it is argued that there is an abvious implied term in the PLC Sub-Notes that the
amounts payable become immediately due and pavable in their full, face value where

PLC has entered into a distribuling administration.

This is unsustainable. It runs contrary 1o the expressly stated maturity date of the PLC
Sub-Notes. In this repard, it is a “cardinal rule that no term can be implied into a contract
if it comradicts an express term'. sec Marks and Spencer Ple v BNP Paribas ritigs
Services Trust Co (Jersey) Lid [2016] AC 742 at [28). Moreover, any such implied term
would have derogated from the limited *permived differerces’ granted by the FSA under

the Waiver Directions.

Fourth, it is said that any attempt to redeem or pay the PLC Sub-Notes other than in
accordance with Conditions (2)«(c) is a repudiatory breach of Condition &(d), such that
the Holder is entitled to accept the repudiation and prove for damages in an amount

equivalent to the full, face value. In relation to 1his:
(1} This analysis is legally incoherent.

(2} Condition 6(d) provides that: “No other redemption: The Iisuer shail not be

entitled to redeem the Notes otherwise than as provided in paragraphs f(aj...to

(3 The rules relating to proof in a distributing administration are wholly uncennected

ta the coniractual redemption obligations of the Issuer,

{4}  There is no repudiatory breach to speak of, and it is not open to Deutsche Bank to
aocelerate their future deht claim hy (incorrectly) secking m convert it into a

claim for prescnt damages.

(5} Alternatively, to the extent that GF1 submits & proof in respect of the PLC Sub-
Notes (as it must, in order to he entitled to be paid a dividend) then it will have
miggered the very repudialory breach of which Deutsche Bank complains, 50 as to

amoun to 2 waiver of that breach in any event.

Fifth, it is contended that the proposed constructions are all cansistent with the regulatory
regime i.e. [PRU(INY). This is simply incorrect. IPRININV} did not allow for
acceleration. [n this regard, [PRU{INY) 10-63(6)R siates that “o firem must not (except in
accordance with the termis of the foan): {a} repay, prepay or terminate a long term
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subordinated loan before the agreed repayment date urless it has provided the FSA with

al feast five years " written notice™.

605,

506,

In addition, Deutsche Bank says {at DB PP [60] [A/T8/150|) that in order to aveid unfair
ham and unfaimess generally to the holders of PLC Sub-Notes, the Joint Administrators
of PLC should act (and be directed to act) 50 as to make the PLC Sub-Notes currently duc

in their face amount,

There is no basis for lhe PLC Joint Administrators (o adopt lhe course suggested by
Deutsche Bank:

(1} The reliance Deutsche Bank places on paragraph 74 of Schedule Bl of the

Insolvency Act 1986 is misconceived: see now Heis v Financial Services

Compensation Scheme Lid [2018] EWHC 1372 (Ch) at [143] per Hildyard J

{overtumed by the Court of Appeal on diflferent grounds); and Lehman Hrothers

L £ i O CLILNN g0

Australia Ltd {In Liguidation) v Lomas [20i8] EWHC 2783 (Ch) at [61] per
Hildyard J.

(2} Applying those two recent decisions, neither paragraph 74 nor the rule in £x parte

James is engaged in the present circumstances.

(3 The terms of the PLC Sub-Motcs were freely accepted by the relevant
Pannership/GP1 and PLC. There is no unfaimess in the discounting of a fulure
debt for the purpose of dividend. That is precisely what the Statutory Scheme
envisages and was confirmed al all levels in Waterfall 1: per David Richards T at
[77]. per Lewison LT at [94]; per Lord Neuberger at [105]. The sole effect of the
PLC Joint Administrators making the PLC Sub-Notes currently due would be 1o
increase the dividend payable on the PLC Sub-Notes, thus decreasing the
dividend payable on the PLC Sub-Debt. This despite the fact that the PLC Sub-
Debt has already matured and, subject to the subordination provisions, would

otherwise be due,

(4} Dentsche Bank's contentions would be applicable in all cases where office-
holders declined to exgrvise a contrachual redemplion clause on the grounds that
there s an-iitherent unfairness under the Statutory Scheme applicable to furure

debts,
189
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607,

608,

609,

510,

611.

The PLC Sub-Notes are provable furure debts. They shouid be discounted as is required
under the 2018 Rules. This is the mandatory effect of the Rule 14.44. Deulsche Bank's
contractual arguments are misconceived; and it cannot seek to improve the

contractual/statutory position by citing notions of faimess and narural justice.

e

1 about * -prova jabiliti

Deutsche Bank contends that the PLC Sub-Notes must necessarily be classified as non-
provable liabilitics (DB FP, [61]-[62] |ASTB/150-1]).

This is plainly wrong for the rcasons stated sbove. [t should be noted that no other
Respondent to these proceedings contends that the subordinated debts in issue are non-

provable liabilities.

First, Denlsche Bank states that the subordination provisions in Condition 3 provide for
the payment of the PLC Sub-Notes after all “Senior Liabilities”, being all *Liabilities”
other than “Subondinated Liasbilities” and “Excluded Liabilities™ and that “Other
Livbilities will therefore include any Statutory Interest, postponed debes, and other non-

provable fiabilities”,

This incorrectly suggests that e.g. postponed debts are not provable debts. That is not the

casc.

(1} Rule 14.2(4) provides for certein claims thar “are nor provable wanl after aff

other claims of credifors have been In full with interest™.

(2} Rule 14.2(4)(b) provides tor “postponed debts”, which include “in administration
and winding up, a cluim which by virtue of the Act or any other enactment is a
claim the pavment of whick in a bankrupicy, an administration or a winding up is
to be postponed”.

(3} One example of a postponed debt is a debt falling within Section 74(2)(f) of the
Insolvency Act 1986 as a “sum due to any member of the company (in his
character af a member) by way of dividends, profits or otherwise™: see Soden v
British & Commonwealth Holdings ple {in administration} [1998] AC 298.
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613,

614,

Second, Deutsche Bank says said that Conditions 3 and 9 operate ta preclude any claim
being made in respect of the PLC Sub-Notes until all statutory interest and non-provable
liabilities have been paid in full; Waterfall [ (Supreme Court), at [69]. LBHI agree: it is
gvident from this that Lord Neuberger concluded that suberdinated debts ranked aller

noo-provable liabilities.

Third, Deutsche Bank refers to Lord Neuberger's observation in Watgrlall T at [71] that
“On the face of it ai any rate, it seems a little sirange that a proof can be, or has o be,
lodged for a debt which ranks after statutory interest (which can only be paid out of o
“surplus ) and non-provable liabilities. It may be that the proper analvsis is that the
subordinated debr is g non-provable debt which ranks after afl other ron-provable

Habilities”. However, in relation to this:

(13} It was an ebiter dictum vpon which little weight should be placed (“fifs is
unnecessary o decide that point, and, as it was not argued, I say no mare abaut

i)

(2} The observation is at odds with the ratio of his Lordship’s judgment that the

subordinated debts in question were provable debts.

(3y  Contrary to Lord Neuberger's observation, there is nothing strange about multiple
rounds of proof. As set out above at [36] to [37), the Statutory Scheme allows for
miore than one round of proof (Rules 14.39, 14.40 and 14.45 of the 2016 Rules,
formerly Rule 4,182 of the Insolvency Rules 1986), and expressly provides for
the defcrrel of the right to prove in relation 1o postponed debts (Rule 14.2(4) of
the 2016 Rules). Where a proof is lodged afler the declaration of a dividend, the
creditor is not entitled to disturb the payment of any dividend or the making of
any disiribution (Rule 14.40(1)(b) of the 2016 Rules) bul is entitled neveritheless
to be paid a dividend in the future.

Fourth, Deutsche Bank says that starutory intercst can only be calculated and paid alier
payment of all provable debts, such that PLC’s liability under the PLC Sub-Notes is

necessarily classified as a non-provable debt. This is wrong:

(1} It iz not the case that statulory interest must all be paid out at a single point in

time.

14

615,

2 Statutory interest is payable on postponed debts which are proveble debis, and
which may not be proved until provable non-postponed debts have bean paid in
full with interest: see Rule 14.2(4); und Pearson v Primeo (Grand Count of the
Cayman Islands, Kawaley 1, 27 Augusl 2018, [77)-[78]).

(3 Statulpry interest is also payable en subordinsted debts drawn up on FSA
Standerd Form 10: see Waterfall L per Lord Meuberger at [70].

(4} There is therefore no conceptual problem in relation to stanmory interest being
calculzled and paid/previded for in stages in respect of different classes of deb:
which become enlitled 1o prove at different stages of the process.

The PLC Sub-Notes zre provab le debts. Rule 14,44, which is mendatory, applies,

Deulsche Bank: arguments about “interest”

616,

617,

618,

Deutsche Bank contends (IM3 PP, a1 (65] [A/T8/152]) that a claim for future interest on
the PLC Sub-Motes should be admined or accepted for distribution pumoses w reflect the
contractual right 1o interest paymnble priar to the date at which (he ingrest would otherwise
have fallen due.

LBHI's position is that interest should be calculated according lo Rule 14.23, Any other
comention is conrary o the plain wording of 1he statute,

Deutsche Bank s wrong for at least the following reasony:
n [13 contention is contrary 10 the plain wording of the swatute and hinding authority.

(2) Intercst is only provable on a debt bearing interest up to the date of
administration: sec Rule 14.23(1) of the 2016 Rules. Imrespective of whether or
not the deht is 2 future or present debi, in the event of o surplus, statutory interest
will be payahle on the debt in respect of the period commuoncing with the date of
adminiseration: see Rule 14.23(7) of the 2016 Rules.

3 [n Walerfall ITA, David Richards J held that statutory interest runs on future debis
from the commencement of administraton: [209] and [225]. David Richerds I's
decision on future debts was oot appealed 1o the Courl of Appeal, while his
decision on contingent debs was appealed The Coun of Appeal rejected the

2
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620,

argument that statutory interest was not payable on a contingent debt from the

date of administrotion because the rules provide:

“the same regime for statutory interest for all provable debis, whether due ot the
date of administration, dwe then only in the future, or subject them to a

contingency which may, in fact. never occur” (al [53]).

(4} The effect of Deutsche Bank's argument is that GP1 would have a provable claim
for future interest as well as a claim to statutory inlerest on that future intetest in

the event of a surplus. That is a non-sensical cutcome, and the wrong conclusion.

(5} Deutsche Bank’s relisnce (DB PP, [65] |A/TA/152]) on Re Browne and Wingrove
Ex Paric Ador [1891] 2 QB 574 (and associated anthoritics is misconceived. In

relation to this:

{a) In Browne and Wingrove Lindley LJ said that “ftfhe rule which prevents
nrnof for fulure iataract ic nat o0 nositive snarfment i ic vathey o vale af
Fronl Tor riare INeresl 15 nal § pOoSHTee SnqoimInt, I8 YaINEr § i of
convernience” (page 581, emphasis added), referring to the judge-made

rule.

b That position plainly no longer applies. Rule 14,23(1} of the 20016 Rules is
now a positive enactment which expressly prohibits 2 creditor from
proving for future interest on an interest-bearing debt in respect of any

period aller the date of administration.

{c) In those circumstances, “it i3 axiomatic that where the Insolvency Rules
deal expressly with some matter in one way, it is pot open to the rourts fo
deal with it in a different and inconsistent way” (Waterfall I at [194] per
Lord Sumption).

Accordingly, interest should be caleulated according to Rule 14.23. Any other contention
is contrary to the plain wording of the statule.

THE GUARANTEE ISSUE
The Guarantee Issug is as follows:

“Within the administretion of {PLC], whether any liability of fPLC] whick might be

established wnder guarantees given by [PLC] by Deeds of Guarantee in fovour of
193

“Holders™ fas defined in each Deed of Guarantee)fthe "PLC Guarantees ] of certain
preferred securiiies issued by each of {the Partnerships] in the context of the transaction
referenced in paragraph 2 above {the “fPLC] Guarantee Liabilities™) rank for
distriburion before, after or pari passu with each of the [PLC} Sub-Debr and the fPLC)
Sub-Notes”,

621.  LBHI's position is that the PLC Guarantee Liabilitics rank afler the PLC Sub-Debt and
afler the PLC Sub-Notes,

Declaration

622, All the respondents to the PLC Application are agreed thai the PLC Guarantee ranks afer
cach of the PLC Sub-Debt and the PLC Sub-Nprtca: sce at [21] above.

£23.  LBHI seeks a declaration from the Counl that the P1.CC Guaraniees rank below each of the
PLC Sub-Debt and the PLC Sub-Notes, which has been agreed with the other partics.

Analysis

624,  LBHI sets out its full reasoning on this issue in its Joint PP at [43(2)-{7)] [A/T5/85], with
which GP1 has stated that it largely agrees.**

625. It is clear from the plain words of the PLC Guarantees that they rank below each of the

PLC Sub-Debt and the PLC Sub-Notes:

n Pursuant to Clause 2.9 of the PLC Guarantees™®, the PLC Guaranice Liabilitics
arc cxpressed to be subordinated in right of payment 10 Scnior Creditors and at al?

times rank;

.

“junior to alf Kabikities of the Guarantor including subor ted liabilities (in
each case other whan any Liahility of the Guurantor which canstitutes or would,
bui for any applicable limitation on the amount of such capitai, constitute Tier 1
Capital or which iz referred 1o in {B) or () below and any other liabilin:
expressed to rank pari pasvu with or jurior to this Subordinated Guarantee) (the

“Senior Creditors ");

L)
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Sce GP1 PP. [6.3] [A/T9/156].
See [E/T10/176].



@

&)

4

(6

{b} pari passu with Parity Securities, if any, issued by the Guarantor and any
guaranice or support agreemeni of the Guarantor ramking pari passu with the
Subordinated Guarantee and issued in respect of Parity Securities issued by the

Issuer or any Subsidiary, and

{¢) xenior to the Junior Share Capital of the Guarantor.”

M8 vany non-cumulative preference shores,

*Parity Securities’ are defined to mean
non-cumulative preferred securities (other than the Preferred Securities) or other
securities either {a} issued directly by the Guarantor and ranking pari passu with
the Guarantor's obligations under this Subordinated Guarantee including the
sterfing and US dollar non-cimnulative preference shares of the Guarantor
ouistanding or (b) issued by the Isswer or any Subsidiary or other entity and
entitled to the benefit of this Subordingted Guaramtee or benefitting from any
other guargntee or suppart agreement from the Guarantor ranking pari passu

with this Subordinated Guarantee™.

The PLC Guarantee Liabilities express themselves to rank pari passu with the
‘Parity Securitics™ issued by PLC, which include “anry non-cumulative preference
shares, non-cumulative preferved securities or other securities”. The “other
securities " expressly include “the sterling US dollar non-cumuiative preference

shares of the Guarantor outstanding™.

Accordingly, the PLC Guaraniee Liabilities express themselves 10 rank pari passu
with PLC's non-cumulative preference shares outsianding at the time the PLC
Guarantees were entered into and *any” non-cumulative preference shares issued

in the future,

it is well established that in an administration and in liquidation, the statutory
waterfall provides that the shareholders rank last in the order of prionty for

payment out of the company’s asseis: sec In re Nongl GmbH (in administration}
[2013] UKSC 52 at [39].

The PLC Sub-Notes and the PLC Sub-Debt are subordingeted debis, not shares.

See [E/TI0/174].
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M The PLC Guarantees specify that they rank pari passu with an actual and existing
class of instrument (i.e. PLC’s non—cumnlative preference shares) which rank
junior o the PLC Sub-Debt and the PLC Sub-Notes,

€3] It follows that each of the PLC Sub-Notes and the PLC Sub-Debt rank prior to the
PLC Guaraniee Liabilities.

Moreover, it is plain from the background matenals that the PLC Guarantee Liabilities
were intended to rank below all other subondinated debts. In this regard:

(13 A Lchman Group presentation in respect of the ECAPS dated 25 February 2003
provided al page 4:

“The Subordinated Guorantee is g “Tier 1 Guarantee and ranks junior to afl debt
of PLC (senior or subordinated). The Subordingted (fuarantee witll only rank
senior to the Ordinary Shares of PLC. ™%

(23 This came to be reflected in the ECAPS Olfering Circular itselt:

“The Subordinated Guorantee will rank pari passu with the mom-cumulative
perpetual preferred securities or preference shares of the Guarantor [PLC

{whether or not in issug) "%

Against the backdrop of substantial agreement on the Guaranice Jssue between all parties
o the PLC Application, the clear meaming of the PLC Guarantees themselves and the
unequivocal intention of the panics as to the ranking of the PLC Guaramecs, the Court is

requested to make a declaralion in the following form:

“Within the administration of PLC, any tiability of PLC whick might be established under
guarantees given by PLC by Deeds of Gugrantee in favour of “"Holders" {as defined in
each Deed af Guaraniee) af certoin preferred securities isswed by each of Lehmon
Brothers UK Capital Funding LP, Lehman Brothers UK Capital Funding II LF and
Lefiman Brothers UK Capital Funding Iff LP in the context of transactiors referenced in
paragraph 2 of the application dated 16 March 2018 rank for distribution after each of
the PLC Sub-Debt and the PLC Sub-Notes™.

In this case:

Sce [FV1/195|.
At page B [E/TIH154),








