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This recent decision of the English High Court sheds light on the construction and proper interpretation
of the fallback provisions relating to interest rate benchmarks contained in an offering circular of
preference shares issued by a bank.

Preference shares typically entitle investors to receive a fixed dividend (payable at the board's
discretion) and allow their holders to rank in priority over the ordinary shareholders of a company as to
the return of capital on a winding up, effectively constituting a peculiar class of shares.

Dividends on the concerned preference shares were payable at a fixed rate of interest, turning then
into a floating rate equal to 1.51% plus Three Month “LIBOR", that is, the London Interbank Offered
Rate benchmark.



The potential of interest rate benchmarks to undermine market stability and distort the real economy
are now widely acknowledged and regulated at global level. For this reason, the decision is likely to be
of wider interest to the finance community, given that provisions dealing with the selection and

application of interest-rate benchmarks are commonly found in various types of financial contracts,
especially where these are governed by English law, as is often the case with debt securities of several
Italian and European issuers, meaning also that such contractual documentation would be subject to
English law principles of contractual construction and interpretation.

Terms and conditions of bonds, for
instance, most often contain
language to provide for the
applicable rate of interest by
referring to specific interest-rate
benchmarks as a basis for its —
calculation, and certain fallback
mechanisms in case of unavailability
and/or failure of a specific
benchmark (such as in the case of its
discontinuation).

The offering circular in
question contained a three-
part clause covering interest
rate fallback mechanisms
which functioned in the
event that the LIBOR rate
wasn't published, however,
such clause turned out to be
unworkable in circumstances
where LIBOR ceased
entirely.

The case at hand
provides welcome
clarity on the
approach the courtis
likely to take where it
has not been possible
to amend
documentation prior
to LIBOR ceasing to
be published.




While the claimant bank submitted that a term should be implied into the third fallback provision
to refer to the “reasonable alternative rate” as the applicable rate of interest; on the other, the
defendant investment fund submitted that the term to be implied was, instead, that the
preference shares should be redeemed.

The court ruled that:

. there had to be a term implied into the contract to address the cessation of LIBOR given
that the fallbacks expressly included in the contract were not workable as the preference
shares would not be commercially or practically coherent without implying such term, and

2. the term to be implied in such a case would refer to the “reasonable alternative rate” of
interest.



The court then looked at what the meaning of “reasonable alternative rate” should be.

To provide a workable definition

of “reasonable alternative rate” in

line with the principle of business
efficacy, the court considered
various factors, including the

The court also pointed out that
the inclusion of a fallback clause in
the offering circular was evidence
that the parties did not want issues

relating to LIBOR publication to

frustrate the contractin the first
place.

criteria of the regulatorsin
proposing an alternative rate,
such as resilience, as well as
market practice, and the intention
of the parties as inferred from the
contract.




Where contractual fallbacks
are unworkable in practice, the
cessation of a certain

reference rate is unlikely to be
considered a valid reason for
terminating a contract.

What constitutes a “reasonable
alternative rate” may
potentially change over time
and should, in any case, be
defined by looking at a variety

of different factors such as
market practice and any
indications by regulatory
bodies.
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KEY PRACTICAL
TAKEAWAYS FROM THIS
JUDGEMENT TOBEKEPT IN
MIND ALSO WHEN
CONSIDERING THE
LANGUAGE OF ENGLISH
LAW CONTRACTUAL
DOCUMENTATION
RELATING TO FINANCIAL
INSTRUMENTS:

v

v

The policy of English contract
law  that is reluctant to
contemplate the failure of partly

executed contracts merely
because they do not address a
particular circumstance.

An English court is, therefore,
likely to be willing to imply an

alternative rate to give business
efficacy to the contract.




CONCLUSIONS

The bottom line is: interest rate fallback mechanisms should be very clearly documented, by referring to specific
standards and/or unambiguous sources of information (such as the opinion of a specific entity) in order to address any
potential uncertainty in the determination of the interest rate. The use of language that is as simple and comprehensible
as possible is key.

The full judgement is available at:
https://www.judiciary.uk/wp-content/uploads/2024/10/F-2024-000005-
Standard-Chartered-Plc-v-Guaranty-Nominees-Limited-and-Ors-15.45 . pdf

The press summary is available at:

https://www.judiciary.uk/wp-content/uploads/2024/10/Press-Summary-
LIBOR-Judgment-Summary-Standard-Chartered-PL C-v-Guaranty-Nominees-
Limited-2024-EWHC-2605-Comm.pdf
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