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Editor’s Note: In this article, Ken Baird and Adam 
Jones take a look at a significant decision that has 
arisen in the U.K. out of the collapse of Lehman 
Brothers at the height of the financial crisis in 
2008. The Lehman insolvency is unique: Many of 
the arguments in the case evolve out of how to best 
divide the surplus after the payment of creditors — 
a highly unusual feature in any insolvency. While 
many of the topics might therefore be of relevance 
only to those who follow the Lehman insolvency, 
the case has raised many interesting features. The 
case also demonstrates the current trend of the U.K. 
judiciary toward exercising great caution when 
considering engaging in judicial law-making — 
even where the consequence might otherwise be, as 
this article’s title suggests, unattractive and quite 
possibly unintended.

On May 17, 2017, the U.K. Supreme Court 
handed down its judgment in Re Lehman 
Brothers International (Europe) (In 

Administration) and others1 in what is the latest 
example of litigation on both sides of the Atlantic 
arising from the collapse of the Lehman Brothers 
Group at the height of the financial crisis in 2008. 
Readers might be familiar with, among others, high-
profile cases relating the enforceability of “priority 
flip” clauses. In this article, key conclusions from 
the case are discussed. 

Background
 In September 2008, the Lehman Brothers 
Group’s main trading entity in Europe, Lehman 
Brothers International (Europe) (LBIE), entered 
administration (broadly, the U.K. equivalent to 
chapter 11 protection). Its shareholders (known as 
LBL and LBHI2) were placed into administration 
in September 2008 and January 2009, respective-
ly. LBL and LBHI2 are also creditors of LBIE. 
Unusually for a corporate insolvency, the assets 
of LBIE are expected to be sufficient to meet all 
external liabilities in full. The administrators of 
the three entities asked the court to make deter-
minations of a number of issues, and eventually 
the appeals from these issues reached the U.K. 
Supreme Court. 

Issue 1: Ranking of Subordinated Debt
 This issue concerned the priority ranking of 
different creditors. Under English insolvency law, 
creditors are paid in the following order of prior-
ity: (1) fixed-charge creditors; (2) expenses of the 
insolvency proceedings; (3) preferential creditors 
(e.g., employee salaries up to a statutory maximum); 
(4) floating-charge creditors; (5) unsecured provable 
debts2; (6) statutory interest (see below); (7) liabili-
ties that cannot be proved in the insolvency; and 
(8) shareholders.
 LBHI2 was a creditor of LBIE under three sub-
ordinated loan agreements (the “loan agreements”). 
LBHI2 accepted that its claim as a creditor, subordi-
nated pursuant to the terms of the loan agreements, 
ranked behind other provable debts, but argued that 
its claim ranked ahead of statutory interest and non-
provable liabilities. LBHI2 argued that statutory 
interest was not “payable and owing by [LBIE]” 
(instead it was only payable by the administrators) 
and that neither statutory interest nor non-provable 
debts were payable “in the insolvency” (on the basis 
that they must be capable of being the subject matter 
of a proof of debt).
 The U.K. Supreme Court rejected these argu-
ments. At a technical level, it concluded that there 
was no basis to say that statutory interest was not 
payable “in the insolvency,” or that statutory inter-
est and non-provable liabilities were not “payable or 
owing by” LBIE. The court also looked at the issue 
from a broad and purposive perspective, noting that 
the reasonable reader of the loan agreements would 
expect that holders of the subordinated debt should 
be at “the end of the queue.” The court further con-
cluded that LBHI2 was not entitled to prove until all 
other creditors had been paid in full.

Issue 2: Currency Conversion Claims
 This issue arose from the fact that LBIE’s credi-
tors had debts denominated in foreign currencies. 
Under English insolvency law that was introduced 
in 1986, these debts are converted to GBP at the rate 
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applicable at the date that the company entered administra-
tion. However, between that date and the date that a creditor 
receives a payment, sterling might depreciate in value. It was 
argued that in such a scenario, this would result in a shortfall 
that foreign currency creditors should be able to recover as a 
non-provable debt.
 The U.K. Supreme Court rejected this primary argument. 
Before the rules on currency conversion were introduced, 
there was some case law that supported the argument that 
in a solvent liquidation, liquidators should “make good the 
shortfall” (i.e., currency conversion claims) before paying 
anything to shareholders. However, the 1986 legislation 
expressly dealt with foreign currency creditors’ rights for 
the first time, and the U.K. Supreme Court concluded that 
the introduction of the mandatory conversion rule should 
be presumed to be a full statement of the extent of a foreign 
currency creditor’s rights. The court also expressed the view 
that this conclusion was consistent with reports published 
before the 1986 legislation was enacted, and a contrary con-
clusion would lead to a one-way option in favor of foreign-
currency creditors. 
 As part of their case, the foreign-currency creditors 
argued a wider point, namely that the effect of the insolvency 
process was not to extinguish underlying contractual rights, 
and that where creditors were otherwise paid in full, it would 
be unjust not to respect the fact that the creditors’ contractual 
entitlements had not been discharged in full — particularly 
where any excess was going to shareholders instead. The 
U.K. Supreme Court also rejected this (although, given its 
conclusion on the primary argument, this was strictly obiter), 
concluding that it would be inconsistent with the English 
insolvency law regime that a debt met in full in the insol-
vency — as the debt would be if satisfied at the applicable 
conversion rate — had an element that could be resurrected 
in contract law and claimed separately. The payment of the 
debt in full as provided by the insolvency legislation satisfies 
the debt in full. 

Issue 3: Statutory Interest
 Under the English insolvency regime, where a company 
in administration or liquidation has assets remaining after 
paying provable debts, creditors are entitled to interest on 
those debts (currently calculated at the greater of 8 percent 
per annum or the rate in the original contract creating the 
debt). The legislation states that creditors are entitled to inter-
est on those debts from the date the company entered admin-
istration or liquidation, respectively. The result is an apparent 
“lacuna” in a scenario where a company that has been in 
administration subsequently enters liquidation. 
 One of the exit routes from an administration is to con-
vert the administration into a liquidation. If statutory inter-
est has not been paid for the period of the administration, 
there is a gap because the liquidator is only entitled pay 
statutory interest on provable debts from the date that the 
company entered liquidation (i.e., not for any pre-liquida-
tion administration period). 
 The U.K. Supreme Court was asked whether this lacuna 
should be allowed to subsist or if a creditor could claim statu-
tory interest for the period of an administration in a subse-

quent liquidation. The court concluded that it could not fill 
the gap left by the legislature and confirmed that if LBIE 
was to enter into liquidation without statutory interest having 
been paid by the administrators, creditors could not claim 
the interest that had accrued during the administration. The 
court said that the effect of the rules is clear: “[T] here is no 
room for [statutory interest accrued during an administration] 
to be proved for, or to be paid, once a company, which was 
formerly in administration, is then put into liquidation.”
 The U.K. Supreme Court appeared to reach this conclu-
sion reluctantly, suggesting that the lacuna arose out of an 
oversight in the 1986 legislation, but that correcting what 
could appear to be an oversight would involve impermissi-
bly usurping the legislative function of parliament. Courts are 
obliged to arrive at coherent interpretations of legislation, pay-
ing regard to the language used in the legislation. Therefore, 
while the conclusion might be unattractive and quite possibly 
unintended, it produced the only coherent outcome. 

Other Issues: Contributories
 The remaining four issues arose because LBHI2 and LBL 
are both creditors and shareholders of LBIE. Unusually, 
LBIE is an unlimited company, which means that its share-
holders could be liable to contribute to its assets if those 
assets are insufficient to meet LBIE’s debts and the expenses 
of its liquidation (that is, they are “contributories”). 
 First, could LBHI2 and LBL be required to contribute to 
statutory interest and/or non-provable debt claims? Pursuant 
to § 74 of the Insolvency Act 1986, a contributory must con-
tribute to “liabilities” when a company is wound up. The 
U.K. Supreme Court concluded that such liabilities included 
non-provable debts, but did not include statutory interest. For 
the former, there was no basis to limit “liabilities” to prov-
able liabilities. For the latter, statutory interest only became 
payable if there was a surplus after payment of debts was 
proven. If there was no surplus, then there was no obliga-
tion to pay statutory interest, and therefore no “liability” for 
the purpose of § 74. The court said that § 74 could not be 
invoked in relation to a liability that is contingent on the sec-
tion being invoked; in other words, § 74 could not be used 
to create the necessary surplus to pay statutory interest that 
would otherwise not be due. 
 Second, could LBIE prove for the amount that LBHI2 
and LBL might be required to make as contributions in the 
administrations of LBHI2 and LBL? The U.K. Supreme 
Court said “no”; any liability for a contribution could only 
be the subject of a proof of debt where the company calling 
for a contribution was in liquidation. To allow administrators 
to call for a contribution would be inconsistent with the leg-
islation’s purpose (which should be limited to circumstances 
where a liquidator is unable meet all claims). Since LBIE was 
not in liquidation, there was no fund of contributions under 
§ 74 in existence, nor a present creditor — only a potential 
future creditor (who would, in any event, be the possible 
future liquidator, not the administrators or LBIE itself). 
 Third, as LBIE cannot prove for the contributions in the 
administrations of LBHI2 and LBL (as previously discussed), 
could it instead set them off against claims made by LBHI2 
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and LBL as creditors in LBIE’s own administration? The 
U.K. Supreme Court concluded that it could not. The admin-
istrators were not allowed to set off the liabilities for essen-
tially the same reasons that they could not prove for them.
 Finally, if LBIE could not set off the liabilities of LBHI2 
and LBL as contributories, could it invoke the so-called “con-
tributory rule” in the administration? The contributory rule 
dictates that a contributory must discharge its obligations as 
a contributory before it can receive anything as a creditor (a 
rule that had previously only been applied to liquidations). 
The U.K. Supreme Court concluded that the contributory rule 
could be extended to administrations where the administrators 
were making a distribution to creditors, with minor procedural 
changes. It would be inconsistent with the insolvency regime 
to allow LBHI2 and LBL to be paid their debts when they 
were insolvent and liable for making contributions (meaning 
that LBIE would be required to pay the claims of LBHI2 and 
LBL in full, then potentially receive only a dividend in respect 
of its contribution claims). The court distinguished this exten-
sion of an existing judge-made rule with inventing an entirely 
new rule (as would have been required to fill the gap left by the 
statutory interest lacuna that had been previously discussed). 

Conclusion 
 The decisions are highly consequential in the context of 
the LBIE administration, given the sums involved in the vari-
ous different claims (and potential claims) affected by the 
decisions. Practitioners and market participants can be reas-
sured by the U.K. Supreme Court’s broad and purposive 
approach to contractual subordination provisions, and that 
parties’ commercial intentions will be respected in this regard.

 The extraordinary nature of the LBIE administration (par-
ticularly regarding the expected surplus) means that some 
of the specific decisions might have limited practical direct 
effect beyond the LBIE administration. However, the prin-
ciples applied by the court in reaching its decisions may have a 
broader impact in practice; in particular, two points stand out.
 The first point is the emphasis on the “full and detailed 
nature” of English insolvency legislation and the caution that 
should be exercised when considering judge-made rules. 
Indeed, the U.K. Supreme Court acknowledged that this 
could lead to “unattractive and quite possibly unintended” 
consequences, potentially at the expense of more reasonable 
and commercial results. We have already seen judges refer-
ring to Re LBIE and exercising extreme caution when con-
sidering judicial law-making.
 The second point is the U.K. Supreme Court’s obiter 
views on currency-conversion claims. As noted in one of the 
dissenting judgments, this touches on a fundamental ques-
tion about the nature of insolvency proceedings — namely, 
whether (1) the corporate insolvency regime operates to dis-
charge creditors’ legal rights, replacing them with a right to 
receive a distribution; or (2) the process is administrative, 
only altering pre-existing creditors’ legal rights as far as the 
regime expressly provides, and otherwise leaving those rights 
intact. A detailed analysis of this issue goes beyond the scope 
of this article (and indeed, the analysis of this issue by the 
U.K. Supreme Court in Re Lehman is purely obiter), but the 
comments do appear to run contrary to decades of established 
jurisprudence and much academic commentary on this topic, 
and it might be an issue to which the U.K. Supreme Court 
will ultimately have to return.  abi
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