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Overview of Lexis®PSL Banking & Finance
LexisPSL Banking & Finance gives step-by-step guidance on how finance transactions 
work in practice — ensuring that concepts are easily understood, risk is reduced and 
negotiations are completed quickly. LexisPSL is written by experts with insight that comes 
from first-hand experience, and it is overseen by a Consulting Editorial Board of leading 
lights in the industry.

Provides practical 
guidance on finance 
transactions and the 
law underpinning 
them

Useful weblinks 
including a link to 
the LexisPSL Loan 
Ranger blog

Updates on 
the latest legal 
developments in the 
world of Banking & 
Finance and related 
practice areas

All our key Banking & 
Finance resources in 
one place including 
our case trackers, 
toolkits, timelines, 
regulation and cross 
border guides

Information from our 
partners, including 
the Butterworths 
Journal of 
International Banking 
& Financial Law

To find out more about LexisPSL Banking & Finance, or to have a free trial, visit 
http://www.lexisnexis.co.uk/BFMag2018/Trial

http://www.lexisnexis.co.uk/BFMag2018/Trial
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Key documentation issues in the European 
leveraged finance mid-market
Produced in partnership with Francis Booth, Jo Robinson and Susan Whitehead at Hogan Lovells International

Many investors have voiced concerns in recent months that loan documentation terms 
have become so flexible in favour of sponsor-backed borrowers that they may lack key 
lender protections. 

Faced with such terms, lenders' focus has centered on the following fundamental 
principles: how much secured debt can be added to this deal going forward? How can I 
get to the table should things go wrong? Can I trade out if I need to?

In that context, we summarise below some of the hot topics in today's market.

Financial covenants. Whilst cov-lite deals remain less common in the 
European mid-market space, most deals, with the exception of the 
lower end of the market, are now cov-loose and rely on a sole leverage 
test. However, investors are concerned about continued erosion of 
the benefit of that financial test citing demands for high headroom 
levels coupled with generous EBITDA add-backs, including synergies, 
incorporating FD nominated proforma adjustments and requests for 12 
to 18 month covenant holidays. It is not uncommon to hear the view that 
"some covenants are not worth the paper they are written on".

Some query whether lenders are being adequately compensated for 
this erosion compared to the higher margins carried by cov-lite loans. 
Lower mid-market deals do still tend to get two or more maintenance 
tests and generally less aggressive terms. 

Ability to incur debt. Almost every deal contains an incremental/
accordion facility, which is often uncapped (other than by reference 
to opening leverage), generally available over the life of the transaction 
and commonly without a right of first refusal for existing lenders. MFN 
protections are also being eroded, with sunsets filtering down into the 
upper end of the mid-market and economic controls on occasion only 
applying to the margin and not any related fees.

As well as allowing the business to gear back up to opening leverage, the 
accordion feature means lenders risk having their vote diluted and losing 
the level of control they benefitted from on day one. As companies 
lever up and amortising debt becomes the exception, lenders can no 
longer always rely on there being a cash sweep to provide some comfort, 
though some funds would prefer to have their money put to work than 
de-risking via such prepayments anyway. 

It is vital to do full diligence. To be able to agree to the levels of flexibility 
being demanded by sponsors, lenders have commented that they have 
to be comfortable that the business is sound and supported by a good 
equity cushion to ride any downturn. Of course, the initial sourcing of 
deals which constitute solid credits is the hardest part. At the Debtwire 
European Mid-Market Forum earlier this summer, one panellist 
commented that last year his fund only proceeded with 2.8% of the 
deals that they looked at.

Once their initial diligence is done, lenders also have to contend 
with fewer controls around Permitted Acquisitions which have the 
potential to change the nature of the credit. Businesses can now make 
acquisitions in a broader range of jurisdictions than before, which can 
have a knock-on effect on the quality of the guarantee and security 
package the lenders receive. Sponsors also benefit from greater 
flexibility regarding sources of funding for acquisitions and the ability 
to acquire businesses with negative EBITDA and contingent liabilities. 
If acquisitions are capped other than by reference to opening leverage, 
non-cashflow items will often be carved out of such baskets. 

Transferability. Sponsors continue to demand fetters on loan 
transferability. Borrower consent rights for sales (other than to other 
lenders and affiliates and to white-listed institutions) prior to an event 
of default have become the norm.  Such consent rights will often 
now survive the occurrence of events of default with the exception 
of non-payment, financial covenant breach (which itself is subject 
to wide equity cure rights) and insolvency. Common too, are blanket 
prohibitions on sales to "competitors" (often defined extremely widely) 
and "distressed funds". These fetters are also usually extended to 
sub-participations and other transfers of economic value, though 
predominantly to those pursuant to which voting rights transfer. 

Investors have commented that much of the documentation flexibility 
would be more palatable if they could at least freely transfer out of the 
investment should they no longer like the credit. After all, many of the 
terms being demanded by sponsors originate in the US market or the 
high-yield bond market where the debt is more freely transferable. 

Several panellists from the Debtwire conference stressed that it is vital 
for investors to stay disciplined and to walk away from those deals where 
terms are just too aggressive for comfort. However, the reality remains 
that in a market awash with liquidity, there remains appetite to tolerate 
such terms for the right credit.



5

LexisPSL Banking &
 Finance

LexisPSL Banking &
 Finance

The rise of green loans and the launch of 
sustainable CLOs
Produced in partnership with Mindy Hauman, White & Case

2018 is proving to be transformational for the green loan market, with the Green 
Loan Principles making a first foray into codifying the market, and the concurrent 
development of the first sustainable CLOs which may ultimately become the primary 
source of financing for sustainable projects, and therefore set to become a vital piece 
in the puzzle to expand and diversify the sustainable economy and meet global climate 
change targets.

Green loans

Conceptually similar to the now mainstream green bonds, green loans 
are generally structured in the same way as standard loans but for the 
fact that the loan proceeds are allocated to eligible sustainable projects. 
Green loans are also more transparent regarding the selection and impact 
reporting of the application of loan proceeds. In comparison to a standard 
loan, banks are able to get a better insight into the credit-worthiness of 
the borrower of green loans due to the in more in depth analysis of the 
underlying assets. Further, the proceeds of green loans are often applied 
to improving the sustainability of the borrower, which tends to reduce 
operational expenditure and improve the borrower’s credit profile. 

Pressure on companies to report on environmental impact is also 
growing globally, both from government policy (e.g. Article 173 of France’s 
Energy Transition Act) and from investors and shareholders (see e.g. 
shareholder legal action against Commonwealth Bank for failing to 
make environmental impact disclosures in its annual report), which will 
make it increasingly imperative for banks to build greener portfolios 
to maintain a positive reputation. Some banks are now phasing in the 
concept of extending loans only to borrowers that can demonstrate green 
credentials, e.g. agreeing mortgages only with respect to buildings that 
meet a minimum environmental rating, or for the purpose of retrofitting to 
improve this rating.

Scaling up the green loan market

The sustainable finance market has experienced exponential growth in 
the last 5 years and environmental resilience is playing an increasingly 
important role in investment decisions worldwide, however US$90tn 
of additional investment is needed to develop global sustainable 
infrastructure alone by 2030. The current rate of market growth 
will fall considerably short of those requirements both in scale and 
methodology if the status quo remains. One simple but revolutionary 
solution is the aggregation and leverage of green loans through 
sustainable CLOs. This is becoming increasingly viable as the number 
of sustainable assets in the market increases.  Sustainable CLOs will 
simultaneously present institutional investors with the opportunity to 
invest in sustainable assets and free up bank balance sheets.

Currently most infrastructure projects are funded by bank loans, though 
alternative sources of funding are needed as the US$90tn required to 
fund global sustainable infrastructure is too much to be supplied solely 
in this manner.  Further, many sustainable investments require long 
term loans which are at odds with the capital and deposits that make up 

bank balance sheets. To provide alternative funding and release balance 
sheet capacity for sustainable assets, illiquid green bank loans can be 
repackaged into a more liquid format to appeal to sustainable investors 
in the global capital markets.

Sustainable CLOs 

Sustainable CLOs will be a pillar of the wider sustainable securitisation 
revolution. The supply of assets for this product is plentiful and given the 
vast commitments by financial institutions to increase the quantity of 
green loans on their books, this is set to continue. 

Sustainable CLOs are made up of existing sustainable loans on banks’ 
balance sheets; and are a valuable tool to remain within regulatory 
capital limitations on the amount of loans banks can have on their 
balance sheets at any given time. A feature of CLO-backed securities 
is that they are issued by an SPV, which effectively ‘buys’ the loan 
obligations off the originating bank. Importantly, this means the loans are 
moved off the balance sheet of the originating bank into an SPV, freeing 
up capital and enabling the bank to agree more sustainable loans. 

The proceeds from the sustainable CLOs then form the basis of new 
green loans from the originating bank with its clear balance sheet. A 
sustainable finance loop is formed as these second generation loans are 
themselves aggregated and transferred to an SPV to issue more CLO-
backed securities and the process may be repeated.

Where loan assets are less readily available, they can be warehoused 
by the SPV until a critical mass has accumulated to make issuing CLO-
backed securities viable. This warehousing feature will also ensure 
a consistent supply of sustainable loans forming the basis of the 
CLO in the event that individual assets in the pool cease to meet the 
sustainability criteria. 

The balance sheet loan CLO market can be used as a template for 
the development of the sustainable CLO market with the speed and 
scale needed to connect investor demand with the world’s vast green 
infrastructure financing need over the next 15 years. The private sector 
is already developing these markets but global regulatory coordination 
will be needed to ensure the requisite speed and scale. 

Ensuring transparency and integrity of collateral

The question of liability for failing to meet environmental undertakings 
is an increasingly hot topic in sustainable finance and this uncertainty 
may increase once a portfolio of loans has been securitised if there are 
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not robust collateral criteria or use of proceeds transparency in the 
pool. To uphold the integrity of sustainable CLOs it is crucial to ensure 
transparency as well as continuity in supply of the assets backing the 
structured products throughout the life of the portfolio. 

Some of the transparency and compatibility issues can be addressed 
through the development of a universal sustainable taxonomy to set 
mutually recognised standards and definitions for sustainable eligibility. 
The Green Loan Principles are a key first step and also provide some 
much-needed clarity and consistency in defining the assets that can 
reliably form the basis of sustainable collateral. Future iterations of the 
Green Loan Principles are projected to encompass more innovative 
structures such as green multi-purpose revolving credit facilities in 
which the interest rate shifts up or down according to whether the 
borrower’s overall sustainability rating improves over a given period 
of time. 

Regulatory relief 

Certain regulatory measures are being considered to propagate the 
sustainable finance market. The ‘green supporting factor’ is one such 
proposal. This is a multiple applied to banks’ capital risk-weightings to 
reduce the relative weighting of sustainable assets. Other proposed 
measures include a ‘brown penalising factor’ e.g. higher capital 
requirements for carbon-intensive assets. Such a provision would 
avoid the problem of artificially lowering capital requirements, while 
still giving a political signal in favour of sustainable finance. Any such 
advantage conferred on sustainable assets would be leveraged through 
securitisation.

Closing thoughts

The benefits of holding and developing sustainable assets are manifold, 
including higher revenue streams, reputational benefits, increased asset 
longevity, reduced exposure to fossil fuel-related risk and of course 
most importantly contributing to the global effort to mitigate climate 
change. As so many sustainable activities happen on a micro level, the 
next steps are for financial institutions to aggregate their sustainable 
products; sell them into the global capital markets as sustainable CLOs; 
and clear their balance sheets to make way for the next wave of green 
loans for businesses and private individuals. 

Sustainable CLOs and the green loans that underlie them are 
emerging as one of most important tools to combat climate change 
by mobilising and leveraging previously untapped and unavailable 
funds for sustainable purposes. The innovative and rapidly evolving 
nature of sustainable technology means that new assets are eligible 
for sustainable finance funding which expand and diversify the nature 
of assets underlying sustainable CLOs.  Sustainable CLOs are a natural 
next step for the market, leveraging the proliferation of green loans and 
clearing the path for exponential growth of these products, heralding the 
next phase of the global green revolution.

The author wishes to thank Alec Buchanan, Professional Support Legal 
Assistant for his assistance with this article.
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Lexis PSL Banking & Finance’s pick of this 
year’s developments to date
By: Miranda Campbell, LexisPSL Banking & Finance

It has been a busy few months for legal and regulatory developments that impact the 
banking market, though the phasing out of LIBOR and looming threat of a no-deal Brexit 
have of course, taken centre stage.  This article highlights LexisPSL Banking & Finance’s 
pick of the year’s developments so far.

1. LIBOR and benchmarks

Efforts to deliver a viable alternative to LIBOR across financial markets 
by 2021 have accelerated this year. The change will impact participants 
across the market, making this arguably the top banking and finance 
development. Additional impetus was provided by Andrew Bailey’s 
recent speech warning firms not to assume that LIBOR may somehow 
survive, and urging them to increase the speed of the transition to 
alternative interest rate benchmarks. 

The working group on sterling risk-free reference rates has the 
challenging job of working out how best to adapt a risk-free overnight 
backward-looking rate such as SONIA into one suitable for the loan 
markets. It has set out an ambitious roadmap for progress, aiming to 
recommend criteria for the design of a term benchmark by the end 
of 2018. 

From a documentary perspective, efforts have been focused on making 
sure that loan agreements are set up in such a way that amendments 
can be made as quickly and easily as possible. To that end, the LMA 
published alternative Replacement of Screen Rate wording in May.  
This permits amendments to be made to documents with a lower 
consent threshold than may otherwise be required in a wider range of 
circumstances than the existing clause.

2. A couple of cases – Rock Advertising and Crowther & 
Crowther

There has been no shortage of interesting cases this year, including a 
possible challenge to Linden Gardens in First Abu Dhabi Bank v BP Oil 
[2018] EWCA Civ 14 and a decision on the meaning of ‘control’ in an 
indenture in Citibank, NA, London Branch v Oceanwood Opportunities 
Master Fund and Others [2018] EWHC 448 (Ch).

Our pick of the cases, however, is (1) the Supreme Court’s decision in 
Rock Advertising Ltd v MWB Business Exchange Centres Ltd [2018] 
UKSC 24 as regards oral variation of contracts and (2) the High Court’s 
decision on the meaning of ‘consent not to be unreasonably withheld’ 
in Crowther & Crowther v Arbuthnot Latham & Co [2018] EWHC 504 
(Comm).

Rock Advertising

In Rock Advertising, the Supreme Court held that an oral variation of 
a licence agreement was invalid because the agreement contained a 
clause requiring all variations to the agreement to be in writing. 

The Supreme Court’s decision was significant as it departed from the 
previous trend towards permitting oral variations despite the existence 
of a ‘no oral modification’ clause (eg Globe Motors).  Most finance 
documents contain ‘no oral modification’ clauses and the decision 
in Rock Advertising provides an additional impetus to lenders to 
document all amendments promptly.

Crowther & Crowther

Another case of particular interest to lenders is Crowther & Crowther. 
The case serves as a warning to lenders that they will limit their freedom 
to refuse a consent request if they agree in a finance document that 
such consent will not be ‘unreasonably withheld’. 

In this case, the relevant clause related to a restriction on disposing 
property and stated: “If with the prior approval of the bank (such 
approval not to be unreasonably withheld or delayed) the property is 
sold, you shall immediately repay to the bank the net proceeds of sale.” 

The lender refused consent to a sale unless the borrower provided 
further security for the outstanding loan. The court agreed with the 
borrower that the question of reasonableness should be determined 
by reference to the sale price – provided a good price was achieved the 
lender should be unable to refuse consent.  The case shows that the 
court will take the qualifier of reasonableness seriously and lenders 
may be better protected by including absolute prohibitions in loan 
agreements if they want a wider discretion when considering consent 
requests.

3. Business Contract Terms (Assignment of Receivables) 
Regulations 2018

Intended to smooth the path for small and medium sized suppliers to 
raise finance on their receivables, these regulations make ineffective 
any contract term that prohibits the assignment of receivables.  Initially 
proposed as part of the Small Business, Enterprise and Employment 
Act 2015, a new version of the regulations were published this July 
following a cold reception from the market to the 2017 draft. The 
intention is for these to apply to all contracts entered into on or after 
31 December 2018.

Key concerns raised by lenders on the 2017 version were based on 
the widely drawn drafting which they argued would have wide and 
unintended consequences such as invalidating negative pledges in 
finance documentation and market standard restrictions on transfers 
in loan agreements. The 2018 version deals with many of the concerns 
raised by being far more limited in scope than the previous draft 
regulations. They apply to SMEs only and contain carve outs for all 
financial services contracts as well as certain commodities and project 
finance contracts and operating leases. 

While the regulations should help lenders finance a wider range of 
receivables, questions still remain over the meaning of ‘assignment’. 
Would a lender that took a charge over receivables from a supplier 
despite standard restrictions in the underlying contract find that it 
benefitted from the new regulations?  It has been suggested that it is 
worth lenders taking an assignment rather than a charge to ensure that 
the regulations apply.
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4. Beneficial ownership for foreign companies owning 
property in the UK

Of particular interest to the real estate market, progress has also been 
made in the establishment of a new beneficial ownership register of 
overseas entities that own UK property. The government published 
a draft of the Registration of Overseas Entities Bill containing the 
proposed provisions on 23 July 2018 and intends the register to become 
operational in 2021. 

The proposals will prevent overseas entities from transferring  the legal 
title of a UK property they own, registering a long lease or a charge against 
that property, or buying a UK property, unless they have registered their 
beneficial ownership information with Companies House and received 
a registration number – property owned by an overseas entity will have a 
restriction entered in the title register to that effect. 

The government has brushed off concerns as to the impact on the 
property market on the basis that the provisions are likely to impact 
high net worth individuals predominantly, a relatively small segment of 
the market. From the point of view of UK lenders, concerns have been 
raised as to whether the legislation gives lenders enough protection in 
an insolvency situation. Lenders will also need to add compliance with 
the legislation to their list of due diligence actions before funding, so as 
not to be left funding a property to which the borrower does not have 
legal title.  

5.  Goods Mortgages Bill 

The legislative progress made in other areas did not extend to the Goods 
Mortgages Bill which has been quietly abandoned despite expectations 
that it would be enacted this year. Despite some concerns with certain 
aspects, it was hailed as reducing the complexity and unwarranted 
administrative burdens imposed by the current bills of sale regime, and a 
key step forward in simplifying the security regime in England and Wales 
more generally. 

From banks’ perspective, it was hoped that lending to individuals on the 
basis of security over goods would become easier and drive growth in 
this sector. As a result of the government’s decision, due, apparently, 
to the ‘small and reducing market and wider work on high-cost credit’, 
the market has been left with the current unsatisfactory system for the 
foreseeable future. 

6. Sustainable financing — Green Loan principles

Efforts to support sustainable financing at both a national and European 
level have accelerated this year, a trend that, given the deadline of 2030 
to meet targets set under the Paris agreement, is likely to continue. A 
key development is the European Commission’s sustainable finance 
action plan unveiled in March - this included a proposal for a regulation 
which would bring in mandatory disclosures on environmental, social 
and governance considerations with the aim of increasing transparency 
for investors.

Of specific interest to the loan markets, is the LMA’s publication of a set 
of Green Loan Principles (GLP). These have been developed along the 
lines of the Green Bond Principles published by the International Capital 

Markets Association (ICMA) and identify categories of “Green Projects” 
as well as setting out guidance on how green loans should be managed 
and reported on by borrowers.  The LMA has stated its intention to 
continue to work with market participants and other trade bodies to 
expand the range of loan products that can follow the GLP.  

7. Non-performing loans (NPLs)

In March this year, the European Commission published concrete 
proposals for a Directive and a Regulation which, if passed, are intended 
to create a more efficient secondary market for NPLs. 

The proposals aim to help non-bank lenders to invest in NPLs by, as 
an example, imposing mandatory disclosure requirements on lenders 
transferring loans to non-banks. They also include setting standardised 
rules for specialist debt management and debt collection companies 
which purchase non-performing loans or seek to enforce them on a 
bank’s behalf.

The impact on UK banks is uncertain, due both to the timing of the 
legislation in relation to Brexit and the low rate of NPLs held by UK banks. 
However, concerns have been raised by the loan market as to the wide 
remit of the proposals which apply to all loans originally made by an EU 
established bank (despite any subsequent transfer) and in many cases 
will cover performing loans as well as NPLs.

8. Brexit

Last but not least, the government has finally turned its attention to 
the impact of Brexit on the financial services industry, in particular the 
vexed question of passporting.  Its July paper on the future relationship 
between the UK and EU set out an ambitious vision of a new bespoke 
financial services arrangement with the EU to come into effect once 
passporting rights have fallen away after the expiry of an implementation 
period. 

This plan has, unfortunately, already been rejected in principle by the 
EU. In the event no agreement can be reached, the UK’s position in 
relation to the EU would be determined by the default Member State and 
EU rules that apply to third countries. The government has accepted 
this would be inadequate in many cases and has started contingency 
planning for a no deal Brexit. The No Deal Brexit technical notice for 
the financial services industry published in August 2018, envisages 
temporary regimes to assist non-UK firms to continue their operations in 
the UK. In relation to passporting, draft legislation was published in July 
enabling financial services firms operating in the UK via a passport to 
temporarily continue their UK operations. Further statutory instruments 
will follow in the coming months. 

While domestic initiatives can help firms operating in the UK via a 
passport continue their operations, UK firms are unlikely to see similar 
concessions from the EU, at least at a pan European level, in terms 
of their operations in the EU. The technical notice makes it clear that 
without a deal, UK financial services firms operating in the EU are 
expected to figure out their own solutions. The race is on for firms to 
finalise and implement their contingency plans.

To find out more about LexisPSL Banking & Finance, or to have a free trial, 
visit http://www.lexisnexis.co.uk/BFMag2018/Trial

http://www.lexisnexis.co.uk/BFMag2018/Trial
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In a climate of low interest rates, is negative 
interest automatically payable? (The State 
of the Netherlands v Deutsche Bank AG)
By: Emma Millington, LexisPSL Banking & Finance

In The State of Netherlands v Deutsche Bank AG [2018] EWHC 1935 (Comm), Judge 
Knowles confirmed that a standard International Swaps and Derivatives Association 
(ISDA) Credit Support Annex (CSA) does not include an obligation on a Transferor to 
account for negative interest, unless the ISDA 2014 Collateral Agreement Negative 
Interest Protocol has been explicitly incorporated.

What are the practical implications of this case?
This case confirms that the provisions of a standard agreement must 
be read as containing all information necessary to the parties. It follows 
that if the parties intend to deviate from the standard agreement they 
must specifically state this in the documentation or subsequently amend 
it; obligations will not be imposed by the court later. In this case, the 
point of interest was whether there was an obligation for Deutsche Bank 
(DB) to pay negative interest on deposits where usually the State of the 
Netherlands (the State) would be paying the interest in a positive interest 
environment. If parties want to benefit from negative interest rates, they 
must clearly amend their contract to reflect that they intend to do so, if 
not already set out within it. The ISDA master agreement is a standard 
form agreement and certainty of that contract is important and so the 
judge reiterated that words cannot be implied into the contract where 
they do not exist.

For practitioners this is a helpful case in confirming that where parties 
enter into standard form agreements, they can be confident that judges 
will not agree that terms are implied in the contract unless explicitly set 
out. In this instance, ISDA had published a protocol on negative interest 
rates, after the agreement had been entered into. It was for the parties 
to adhere to the Protocol and amend their CSA accordingly to reflect the 
provisions within that protocol if they wanted the provisions to apply to 
these transactions.

What was the background?

The State and DB entered into a 1992 ISDA Master Agreement and CSA in 
2001, with the CSA being amended in 2010.

The CSA set out that where the State had a net credit exposure to DB, DB 
should provide credit support to the State. However, it was not set out that 
the reverse was true (ie that if DB had a net credit exposure to the State, 
that the State should provide credit support to DB).

The current situation was that the State had a net credit exposure and 
interest was due to be paid by the State to the Bank. However, the agreed 
rate had been less than zero for most of the time since June 2014.

The question raised was whether the Bank had to pay ‘negative interest’ 
(ie interest from the party who provides a principal sum for a period of 
time, rather than the party receiving it and having use of it).

The State argued that although DB was not obligated to transfer the 
interest amount to it, the accrued but unpaid interest (including the 
negative interest) should be included in the calculation of the Credit 

Support Balance. The State argued that the Interest Amount for an 
Interest Period is produced by summing all positive and negative amounts 
of daily interest. It was argued that even where the aggregate of daily 
amounts over a month is negative, even though that means the State does 
not have to pay interest, those daily accruals still exist and should not 
be ignored when calculating the Interest Amount for the Interest Period 
ending when interest is next paid and that negative daily accruals should 
be taken into account when calculating the Credit Support Balance. 
The Credit Support Balance should be increased and decreased by the 
amount of positive and negative accrued interest (respectively). 
Positive accrued interest will reduce the Delivery Amounts and 
increase the Return Amounts and negative accrued interest will have 
the converse effect.

The State also emphasised that the CSA is designed to ensure that the 
State has credit protection in the event of termination for default of any 
transactions entered into under the ISDA master agreement, which is why, 
the State argued, Paragraph 6 of the CSA sets out that an amount equal to 
the Credit Support Balance should be included as an Unpaid Amount in 
the calculation of the sum due on termination.

The State relied on two ISDA materials to back up its argument. One was 
the 2013 Statement of Best Practice for the OTC Derivatives Collateral 
Process (the 2013 Statement) and the other the 2014 Collateral 
Agreement Negative Interest Protocol (the 2014 Protocol). The 2013 
Statement sets out that where interest rates are at a negative level, that 
negative rate should be used and the 2014 Protocol contemplates that 
parties will amend their CSA so that negative benchmark interest rates 
could ‘flow through ISDA collateral agreements’. The parties had not 
amended their CSA to reflect the 2014 Protocol.

DB however relied on the ISDA User’s Guide which sets out that the 
Transferor will pay interest to the Transferee and the opposite is not true.

What did the court decide?

Judge Knowles set out that the State did not demonstrate an obligation in 
respect of negative interest.

While the definition of ‘Interest Amount’ could allow for a negative figure 
as a matter of language, the agreement itself does not include such an 
obligation: if there were such an obligation, it would be spelled out. The 
parties did not set out within the CSA that it intended for the payments 
to be transferred by the bank if negative interest was to be paid. They had 
the opportunity to clarify this in Paragraph 11(f)(iii) of the CSA but they 
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did not. In fact, in the CSA the parties confirmed that a zero interest rate 
should be used if the wrong account was used, but did not specify that in 
that situation the rate would be the better outcome of zero or a negative 
interest rate, which the judge thought they would have done, had negative 
interest been possible.

The judge also considered why commercial parties would only have been 
concerned by interest rates if they were positive but not negative. He 
argued that there were several reasons for this, including that the parties 
might have wanted a simple arrangement or that it might not have been 
their intention that although the Transferor should receive some benefit 
if it was holding the cash collateral, the converse might not necessarily be 
true in that the Transferor should shoulder the burden if the interest rate 
was negative.

The 2013 Statement and 2014 Protocol were not in existence when the 
agreements were entered into and so could not be considered as part of 
the agreement between them. The 2013 Statement expressly set out that 
they did not create legal obligations or affect existing arrangements. For 
the 2014 Protocol to be effective, an amendment by the parties should 
have been made to the CSA as expressly set out in the 2014 Protocol. 
The judge distinguished the ISDA User’s Guide from the 2013 Statement 
and 2014 Protocol, which is designed to assist with interpreting the ISDA 
documents.

Judge Knowles also confirmed Wood v Capital Insurance Services 
[2017] UKSC 24, which states that when interpreting the provisions of 
a commercial contract, the language should be looked at by the court 
and the commercial consequences investigated. He also confirmed 
the recent cases which have set out that an ISDA standard form master 
agreement should be interpreted in a way that is predictable so parties 
know where they stand and that when parties choose to use a standard 
form agreement, they do so with the intention that particular facts have 
a more limited role to play than in more bespoke arrangements. Judge 
Knowles did not think it would be appropriate to distinguish a CSA from an 
ISDA master agreement.

Case details

• Court: Queen’s Bench Division, Commercial Court (Financial List)

• Judge: Robin Knowles J

• Date of judgment: 25 July 2018

To find out more about LexisPSL Banking & Finance, or to have a free trial, 
visit http://www.lexisnexis.co.uk/BFMag2018/Trial

http://www.lexisnexis.co.uk/BFMag2018/Trial
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Does an English law debenture created by 
an English company cover assets outside of 
England and Wales?
By: Brian Cain, Consultant

This Q&A analyses the general principles that apply in determining whether security 
created by an English company pursuant to a typical English law governed debenture 
would give a security holder rights over assets of the security provider situate outside of 
England and Wales.

Summary
A company that has given lenders a debenture as security will have 
created a package of fixed and floating security rights. Normally, this 
extends to all the assets and undertaking of that company. If the company 
has assets situate outside of England and Wales, the security holder's 
rights depend upon a mixture of the contractual rights determined by 
English law and their proprietary effect and recognition under the laws of 
the state where the assets are situate.

Local law security
As a result of the issues described below, it is normal practice for lenders 
to take local advice on the form security should take over valuable assets 
situate in other jurisdictions and the steps necessary under local law to 
perfect and enforce that security. The issues raised in any particular case 
will be determined by the details of local laws where assets are situate, but 
some general points can be made.

Preliminary issues of law
Whether the security provider validly entered into the security and 
what contractual rights that security conferred, are issues determined 
by English law. However, the nature of proprietary rights created by the 
security document in relation to assets situate in another jurisdiction 
and the security holder’s priority claim to deal with the assets or 
their proceeds of sale in satisfaction of the secured liabilities, will be 
determined under local law wherever those assets are situate.

Floating charges
Floating charges contained in English law debentures extend to rotating 
classes of assets such as the stock in trade and book debts of the security 
provider. Floating charges are peculiar to English law and are generally 
only fully recognised in a small number of other jurisdictions, for example, 
Cayman Islands and British Virgin Islands.

However, if the floating charge extends to financial collateral, such as 
shares and cash deposits it is possible that the rights conferred by a 
floating charge over those assets would be recognised where the state 
in which the relevant asset is situate has transposed laws relating to 
Directive 2002/47/EC of the European Parliament and of the Council of 6 
June 2002 on financial collateral arrangements.

Fixed security
An English law debenture will contain a suite of fixed charges and security 
assignments that under English law take effect as fixed security interests.
Whether these fixed security interests would be recognised in the state 
where the relevant asset is situate will again depend upon local law. The 

local law will determine two important issues relating to the nature of the 
proprietary rights created by the English law security document:

• is the ‘fixed charge’ or security ‘assignment’ an interest of a type 
which is recognised under local law as conferring proprietary rights 
in the asset upon the security holder?

• if the answer to the first question is ‘yes’, then, have all the relevant 
formalities relating to assets of the relevant type been followed 
under local law so as to allow those proprietary rights to be 
effective and bind third parties with competing claims eg have 
locally required notices been given or registrations completed?

For example, many jurisdictions outside of the common law countries 
do not permit non-possessory security interests or security over future 
assets to be taken and so may not recognise those elements of an 
English law debenture as creating a valid proprietary right in favour of the 
security holder. Furthermore, for syndicated loans where the English 
law debenture is granted to a security trustee, many jurisdictions will not 
recognise the trust elements of the security (or the security trustee as a 
secured creditor) and some other structure will be necessary to obtain 
valid security eg using a parallel debt structure. 

Enforcement
Where an English law debenture is enforced by way of a collective 
insolvency process such as administration, there is the possibility that the 
administrator will be able to seek recognition in any relevant jurisdiction 
to allow them to deal with assets situate there eg under Regulation (EU) 
848/2015 of the European Parliament and of the Council of 20 May 2015 
on insolvency proceedings (recast) or the UNCITRAL Model Law on 
Cross-Border Insolvency.

Note, however, that an administrator may not be able to account to 
the security holder for the proceeds of sale of any asset situate in 
another jurisdiction if the relevant proprietary rights in the asset are not 
recognised in that jurisdiction.

Carve outs
It can be dangerous to carve out of the scope of an English law governed 
debenture any assets which are situate outside the jurisdiction 
irrespective of the problems highlighted above because this might 
prevent the debenture from being a qualifying floating charge that is 
one over the whole or substantially the whole of the relevant company’s 
undertaking within the meaning of paragraph 14 of Schedule B1 to 
the Insolvency Act 1986,  potentially hindering the appointment of 
administrators by the security holder using out-of-court appointment 
procedures.
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