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In this article, the authors consider the Court of Appeal's decision
in HHY Luxembourg in light of the wider trend of UK courts to

approach the claims of mezzanine and junior creditors under so-

phisticated commercial contracts with an eye on the broader com-

mercial picture, regardless of what contractual terms may suggest.

he recent decisions in HHY Luxembourg Sarl v Barclays Bank Plc

("HHY Luxembourg"), of Mrs. Justice Proudman in the High Court
and Lord Justice Longmore in the Court of Appeal, shed a harsh light

on one clause of an Intercreditor Agreement. The clause was included in a
leading firm's standard form agreement and the decision had the potential
to create significant price changes in the secondary market given the preva-
lence of this form of agreement in the market. The key clause which was
the subject of this case relates to the ability of the Security Trustee to release
or transfer (on the instructions of the Senior Lenders) the liabilities of the
junior lenders on a pledge enforcement process. Such releases or transfers
have occurred on a number of occasions since the occurrence of the credit

crunch, and so the judgments were followed with great interest in the Eu-
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ropean market. The point of the release was that a Security Trustee or an

insolvency administrator would be able to sell the group free and clear of the

security or of the junior claims, so as to maximise the amount any third party

purchaser would pay. If junior claims were left behind in respect of some

group obligors the whole purpose of the release provision would have been

defeated or at least significantly impaired.
In this article, the Court of Appeal's decision in HHY Luxembourg is

considered in light of the wider trend of UK courts to approach the claims

of mezzanine and junior creditors under sophisticated commercial con-
tracts with an eye on the broader commercial picture, regardless of what

contractual terms may suggest. Recent figures from Fitch suggest that
average recovery rates for mezzanine lenders have dipped to a trough of
0.3 percent, from an average of 40.4 percent in 2006,' and the ability to
transfer or release all such claims is a significant factor in this trend. If the
release clause failed to effect a release of the relevant obligations, it was
likely that mezzanine lenders could generate far better recovery rates by
negotiating a price for their consent to a restructuring.

BACKGROUND

European Directories began attempts to restructure its debt in late
2009. Under the restructuring plan, the Centre of Main Interests ("COMI")
of European Directories DH6 B.V. was shifted to the United Kingdom,
where a pre-pack administration would sell the operating company to a
new HoldCo vehicle. The senior debt would then convert into a hybrid
instrument issuing out of a newly established HoldCo, while the second
lien and mezzanine lenders would be wiped out.

In HHYLuxembourg, the claimant second lien lenders sought declara-
tory relief on two issues of construction arising under the release clause
of an Intercreditor Agreement, relating to the point in the restructuring
when the Security Trustee exercises its powers under clause 15.2 of the
Intercreditor Agreement to (i) transfer, and (ii) release guarantees and se-
curity granted by those Obligors that are subsidiaries of DH7 (which will

be labelled "DH8"). The structure is illustrated in the following diagram:
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Clause 15 of the Intercreditor Agreement contained the release mecha-

nism. The release purported to allow the Security Trustee or an insolvency
administrator to sell the group free and clear of the security or the junior
claims, thereby maximizing the amount any third party purchaser would
pay. If junior claims were left behind in respect of some group Obligors
the purpose of the release provision would be defeated or at least signifi-
cantly impaired.

Clause 15.2 (Disposal after enforcement action) of the Intercreditor
Agreement provided:

If any assets are sold or otherwise disposed of by (or on behalf of) the
Security Trustee or by an Obligor or the Parent at the request of the
Security Trustee (acting on the instructions of or with the consent of
the Senior Facility Agent, or after the discharge in full of the Senior
Liabilities the instruction of the Mezzanine Facility Agent) either as a
result of the enforcement of the Transaction Security or a disposal by
an Obligor after any Enforcement Action, the Security Trustee shall
be authorised (at the cost of the Obligors) to release those assets from
the Transaction Security and is authorised to execute or enter into, on
behalf of and, without the need for any further authority from any of
the Lenders, Subordinated Creditors or Obligors:
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(b) if the asset which is disposed of consists of all of the shares
(which are held by an Obligor or European Directories (DH5)
BV...) in the capital of an Obligor or any holding company of
that Obligor, any release of the Obligor or holding company from
all liabilities it may have to any Lender, Subordinated Creditor
or other Obligor, both actual and contingent in its capacity as a
guarantor or borrower (including any liability to any other Obli-
gor by way of guarantee, contribution, subrogation or indemnity
and including any guarantee or liability arising under or in respect
of the Senior Finance Documents or Mezzanine Finance Docu-
ments) and a release of any Transaction Security granted by that
Obligor or holding company over any of its assets under any of the
Security Documents; and

(c) if the asset disposed of consists of all of the shares held by an
Obligor or the Parent in the capital of an Obligor or any holding
company of that Obligor and if the Security Trustee wishes to dis-
pose of any liabilities owed by that Obligor or Holding Company,
any agreement to dispose of all or any part of those liabilities on
behalf of the relevant Lenders, Subordinated Creditors, Obligors
and Facility Agents (with the proceeds thereof being applied as if
they were the proceeds of enforcement of the Transaction Secu-
rity) Provided that the Security Trustee shall take reasonable care
to obtain a fair market price..." [Emphasis added.]

ARGUMENTS

The first half of each clause determines in which situations the clauses
apply: where "an Obligor sells the entire shareholding of another Obli-
gor or any holding company of that Obligor." In the present case, where
DH6 (an Obligor) sells its shares in DH7 (an Obligor and also a holding
company of DH8 (every direct or indirect subsidiary Obligor)), the clause
clearly applies.

However, the second part of the clause is key. Does the "release of the
Obligor or holding company" operate to release the liabilities of (a) DH7
alone, or (b) DH7 (the holding company) and DH8 (as the actual Obligor)?
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The Security Trustee argued that the release should be read as permit-
ting the release of not only the liabilities and security of the Obligor or
holding company whose shares are being sold (DH7), but also of "other
Obligors whose shares are not being sold but are subsidiaries, direct or
indirect of DH7" (DH8). The second lien lenders, on the other hand, con-
tended that the clause only provided for one layer of release, that is the li-
abilities of DH7 alone, whose shares were being disposed of. The effect of
the parties' arguments on the scope of the release is set out in the diagram
below:
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HIGH COURT DECISION

Justice Proudman adopted a strict approach to the language used in
clause 15.2(b), accepting the argument of Robin Knowles QC that the
"purpose ought not to be enlarged beyond the ambit of the clause itself,
provided of course that the words do not lead to an absurd result without
commercial purpose or sense." Reading the clause literally, Justice Proud-
man stated that the reference to an "Obligor or any holding company" was
to the Obligor or holding company whose shares were being disposed of
(DH7), and not to any other Obligors. In other words, the Security Trustee

------------------- -----------------
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could only release the liabilities an Obligor where the shares of that par-
ticular Obligor were being disposed of. In support of this interpretation,
Justice Proudman noted that the Intercreditor Agreement contained a de-
fined term of "Subsidiary" which could have been used had the intention
been to release the liabilities of subsidiaries.

This approach sits in stark contrast to the broad, commercial approach
to contractual interpretation adopted by the Supreme Court last year in In
Re Sigma Finance Corporation [2009] UKSC 2. In Sigma, the Supreme
Court interpreted a specific clause of the Security Trust Deed relating to
the assets of a structured investment vehicle. Certain creditors sought to
argue that a particular clause of the Deed effectively gave them priority.
The language in question read: "During the Realisation Period the Secu-
rity Trustee shall so far as possible discharge on the due dates therefor any
Short Term Liabilities falling due for payment during such period, using
cash or other realisable or maturing Assets of the Issuer." The creditors ar-
gued that this language meant any debts falling due within the Realisation
Period should be paid during the Realisation Period as they fell due.

On a purely literal interpretation, this appeared to be the end result
of the language. However, the Supreme Court held that the underlying
commercial intention of the clause was that Sigma would retain sufficient
assets to cover the liabilities of all Secured Creditors, with assets to be
distributed pari passu among short-term creditors. In their view, priority
was not to be determined in an arbitrary manner based upon when debts
fell due during a Realisation Period which commenced upon enforcement.
For our purposes, the Supreme Court's analysis of the correct approach to
interpretation is instructive. Lord Mance (for the majority) in the Supreme
Court stated:

In my opinion, the conclusion reached [in the Court of Appeal] at-
taches too much weight to what the courts perceived as the natural
meaning of the words of the third sentence of clause 7.6, and too little
weight to the context in which that sentence appears and to the scheme
of the Security Trust Deed as a whole. Lord Neuberger was right to
observe that the resolution of an issue of interpretation in a case like
the present is an iterative process, involving "checking each of the
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rival meanings against other provisions of the document and investi-
gating its commercial consequences"...

In a similar vein, Lord Collins in his judgment preferred to consider
the wider commercial intention which one can infer from the face of the
instrument in question and recognized that:

[a]n over-literal interpretation of one provision without regard to the
whole may distort or frustrate the commercial purpose. This is one of
those too frequent cases where a document has been subjected to the
type of textual analysis more appropriate to the interpretation of tax leg-
islation which has been the subject of detailed scrutiny at all committee
stages than to an instrument securing commercial obligations... 2

In HHYLuxembourg, counsel for the Security Trustee argued that the
commercial purpose of a release clause is to enable a purchaser to acquire
the relevant company unburdened by guarantees or security over its assets.
Equally, it was argued that a release clause which applied to subsidiaries
should be seen as for the benefit of all lenders; had the value broken in fa-
vour of the second lien lenders, a wider interpretation would have worked
in their favour by maximising the value of the group in a sale process. Jus-
tice Proudman rejected both arguments and found in favour of the second
lien lenders, explicitly preferring the true (or literal) construction to what
the clause "ought to achieve":

...the question is not what the clause ought to achieve in the events
which have happened, but what it does provide on its true construc-
tion. It begs the question to say that the defendants' interpretation was
potentially of benefit to all lenders. The issue is not what is or was
beneficial, but what did the parties agree at the time.

In Sigma, the Supreme Court looked to the overall purpose behind a
Security Trust Deed, and the aim of the document as a whole. This is at
odds with the approach taken by Justice Proudman in the paragraph above,
where the true (or literal) construction was explicitly preferred to what the
release clause "ought to achieve."
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COURT OF APPEAL DECISION

Lord Justice Longmore, delivering judgment on behalf of the major-
ity, reversed the decision of Justice Proudman in the High Court. Adopt-
ing an expansive approach to construction, Lord Justice Longmore took
account of the commercial matrix surrounding the contract rather than ap-
proaching the clause by focusing exclusively on its wording. In his opin-
ion, the complex company structure underlying the finance documentation
suggested that the parties intended the release provision to apply to group
subsidiaries. The lenders probably knew:

... that the substantial assets would be likely to lie in the companies in
the various jurisdictions where business was done. In those circum-
stances, it is not at all surprising that Obligors themselves (and any
holding company of such Obligor) should be the primary focus of a
sub-clause headed "Disposal after Enforcement Action."

Lord Justice Longmore wasted no time in addressing the grammatical
niceties of the clause, bluntly finding that it was:

no misuse of language to use the words "disposal of all of the shares
in the capital of an Obligor or any holding company of that Obligor"
to refer to individual Obligors lower down the company chain and any
holding company of such Obligors.

Lord Justice Longmore acknowledged he was adopting a "bottom upwards"
approach to viewing the scope of the release language, but justified this by
reference to the fact that any company which accounted for five percent or
more of the Group's gross assets was required to become an Obligor.

The Court of Appeal also rejected the suggestion by Knowles QC that
it was the intention of the parties to design a release mechanism that would
only release one layer of companies. Such an approach would require ad-
ditional expenditure in order to maximize the value of the group, resulting
in less money for creditors overall. In addition, Lord Justice Longmore
rejected the argument that the lenders had not originally bargained for the
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right to dispose the group as a whole, and were instead required to negoti-
ate with the junior tenders to obtain that right, on the grounds that it:

stands the whole concept of primary creditors and deferred creditors
on its head, and is unlikely to have been the intention of the parties to
the [Intercreditor Agreement], which is, after all, intended to be a co-
operative document between parties with similar interests, who would
want to maximise recovery if at all possible.'

Lord Justice Longmore also proffered the following approach for the
approach to construction where a clause is capable of having two different
meanings:

If a clause is capable of two meanings, as on any view this clause is,
it is quite possible that neither meaning will flout common sense. In
such circumstances, it is much more appropriate to adopt the more,
rather than the less, commercial construction.

Leave to appeal was refused on the grounds that the case turned on a
point of construction and involved neither legal principles nor any points
of public importance.

ANALYSIS

The aim of the release provision in an Intercreditor Agreement is to
provide a Security Trustee with the power to sell the company and its
subsidiaries as a going concern on a debt free basis. The literal interpreta-
tion adopted by Justice Proudman in the High Court would have required
multiple enforcement actions in relation to share pledges, as opposed to a
clean sale of the group which would maximize the value of recoveries for
those creditors who continue to hold an economic interest in the company.
Note that multiple enforcements across multiple jurisdictions with con-
flicting jurisdictional rules effectively render a clean enforcement all but
impossible. In light of the fact that the second lien creditors were out of
the money in the present case, the interpretation ultimately adopted by the
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Court of Appeal takes account of the commercial reality behind the hier-
archy of lenders provided for in the Intercreditor Agreement, and ensures
the maximum possible value is realised for the creditors who continue to
have an economic interest in the company's debt.

The most interesting aspect of this case is the confirmation of the UK
judiciary's continued willingness to take account of the commercial back-
ground surrounding an exercise in contractual interpretation. Along with
Sigma and IMO Car Wash, the decision in HHYLuxembourg indicates that
the UK courts are unwilling to entertain the efforts of mezzanine and ju-
nior creditors to resist being wiped out in restructuring proceedings through
highly technical analysis of contractual provisions. Each of those decisions
could plausibly have gone the other way had the court taken a narrow view
of the disputed provisions, rather than looking to the broader purpose of the
agreement in question, or the background circumstances surrounding the
restructuring.

NOTES
Fitch Ratings, European Leveraged Credit: Review and Outlook.

2 This language echoes the attitude of the Court of Appeal in Springwell

Navigation Corporation v JP Morgan Chase Bank [2010] EWCA Civ 1221,
where Aikens LJ rejected a claim of misrepresentation based on comments
made by a JP Morgan Chase salesman that certain investments were
"conservative." Aiken LJ stated that he accepted "that JA used that word both
within Chase and to AP to describe [the investments in question], but the word
cannot be lifted like a fish out of water."
' This language echoes the judgment of Mann LJ in In the Matter of
Bluebrook Ltd [2009] EWHC 2114 (Ch) ("IMO Carwash"), where he refused
to make a finding of unfairness in order to open the negotiation: "It does not
seem very sensible to me. How am I to know that the MCC will not make
unreasonable demands? ... How can I be at all confident that there would not
be a full enforcement (which the Mezzanine Lenders could not oppose) with
a loss of value to the Senior Lenders and no return at all to the Mezzanine
Lenders? The fact is that I cannot. Refusing to sanction the scheme in order to
throw the parties into a further negotiation is not a legitimate or sensible use
of the court's power."


