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 New Guidance from the English Courts on the 
Solvency of Securitisation Issuers 
BY CONOR DOWNEY, CHARLES ROBERTS, KARL CLOWRY & DIEGO SHIN 

Eurosail-UK 2007-3BL plc (the “Issuer”) is a residential mortgage securitisation (the “Transaction”) 
whose notes (the “Notes”) were initially listed on the Irish Stock Exchange in July 2007. The trustee for 
the Notes, BNY Corporate Trustee Services Limited (the “Trustee”), recently petitioned the High Court 
for directions on two questions relating to whether an event of default has occurred as with respect to 
the solvency of the Issuer. The Issuer and certain holders of the Class A3 Notes (the “Class A3 
Noteholders”) were included as original parties to the matter. Certain holders of the Class A2 Notes (the 
“Class A2 Noteholders”) were later joined as additional parties. 

On 30 July 2010, the Chancellor of the High Court delivered judgment1 on these two questions. The 
decision, for which permission to appeal to the Court of Appeal has been granted to the Issuer, the Class 
A2 Noteholders and the Class A3 Noteholders participating in the proceedings (together with the 
remaining holders of notes issued as part of the Transaction, the “Noteholders”), is the first time a post 
enforcement call option (“PECO”) structure has been considered by the English courts.  

The decision will have an immediate impact on other similar Lehman Brothers (“Lehman”) arranged 
structured transactions, such as Eurosail-UK 2007-4 NP and Eurosail-UK 2007-6 NC, as well as a range 
of other asset backed securities’ (“ABS”) transactions which utilised PECO structures. The PECO 
structure was particularly common in pre-2006 English ABS transactions where, prior to a change in law 
in 2006, it was used to achieve the same effect as typical limited recourse provisions without triggering 
adverse tax consequences associated with such provisions. 

A typical PECO structure comprises an option granted to a special purpose vehicle (affiliated to the 
securitisation issuer) to acquire the entire outstanding amount of related securitisation notes (plus 
accrued interest) for a nominal payment in the event the security for the notes is enforced and the 
trustee, after payment of the proceeds of such enforcement, determines that such enforcement 
proceeds are ultimately insufficient to pay all amounts due in respect of such notes. The use of such 
PECO structures were common in ABS transactions issued by UK companies prior to 2006 and used as a 
means to manage the potential tax issues under English law with respect to typical limited recourse 
provisions necessary for such transactions. Under English law at that time, there was a possible risk that 
limited recourse provisions in debt securities issued by an English company might have caused such 
debt to be treated as equity for the purposes of UK tax. Such a recharacterisation would have prevented 
interest on such debt from being deductible against the income of such companies, thereby giving rise 
to potentially significant tax liabilities for the issuing vehicle. The PECO structure was considered by 
many market participants and rating agencies as a structure having the equivalent practical effect to 
that of actually issuing limited recourse debt. 
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Transaction structure and background 

The Transaction consists of five classes of notes (A to E), subdivided into various subclasses, separately 
denominated in Sterling, Euros or U.S. dollars and issued with an initial aggregate principal amount in 
each currency of: (i) £278,275,000; (ii) €345,000,000; and (iii) USD $300,000,000.  Apart from the 
class A1b (issued with an initial principal amount of USD $200,000,000) and the class A1c Notes (issued 
with an initial principal amount of £102,500,000) which have a final maturity date of September 2027, 
all other classes of Notes have a final legal maturity of June 2045. 

However, by late 2009 the Transaction suffered losses in excess of USD $221,000,000 arising as a result 
of Lehman’s insolvency by way of the Issuer’s exposure to certain Lehman entities acting as swap 
providers in the Transaction. In addition, the Issuer’s 2009 financial statements showed total liabilities 
of £663,000,000 in respect of the Notes in issuance (on the basis that Notes denominated in Euros and 
U.S. dollars were converted to Sterling at the spot rate in place at the date of the accounts). 

Under the Transaction waterfalls, prior to an event of default being declared, the Notes would ordinarily 
be redeemed sequentially (i.e. first to the class A1 Notes and, upon their redemption in full, to the class 
A2 notes and so on).  However, upon the declaration of an event of default, principal and interest on all 
the class A Notes would be paid pro rata and pari passu amongst the class A Notes irrespective of 
whether they are class A1, A2 or A3 Notes. Hence the Class A3 Noteholders’ motivation in pursuing the 
argument that an event of default had occurred under the Transaction was to cause an early return of 
their investments in order to free up their invested capital from low-yielding bonds that were priced 
prior to the commencement of the “credit crunch”. 

The Class A3 Noteholders’ argument 

The Class A3 Noteholders argued that as a result of the aggregate losses arising under the Lehman 
swaps and the changes in both interest and currency rates since July 2007 the Issuer should have been 
deemed to be unable to pay its debts within the meaning of section 123(2) of the Insolvency Act 1986 
(the “Act”). Accordingly, the Trustee should have recognised that the Issuer’s inability to pay its debts 
was materially prejudicial to the interests of the Noteholders so as to constitute an event of default 
under the terms and conditions of the Notes (the “Conditions”). 

The Conditions provide that an event of default under the Transaction will occur upon, among other 
circumstances, “the Issuer … being unable to pay its debts as and when they fall due or, within the 
meaning of Section 123(1) or (2) (as if the words ‘it is proved to the satisfaction of the court’ did not 
appear in Section 123(2)) of the Insolvency Act 1986 (as that Section may be amended from time to 
time), being deemed unable to pay its debts, … provided that …, the Trustee shall have certified that 
such event is, in its sole opinion materially prejudicial to the interests of the Noteholders.” 

For these purposes, the relevant part of section 123(2) of the Act reads: 

“A company is also deemed unable to pay its debts if … the value of the company’s assets is less than 
the amount of its liabilities, taking into account its contingent and prospective liabilities.” 

If the Class A3 Noteholders’ argument was correct, this could mean that all other amounts due under 
the Transaction would become immediately repayable and the security would become enforceable. 

Questions presented for the court’s consideration 

The Trustee requested that the court answer two specific questions: 

1. Whether, without regard to the PECO, the Issuer was unable to pay its debts within the meaning of 
section 123(2) of the Act for the purposes of the Conditions; and if the answer to question (1) was in 
the affirmative, 
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2. Whether the PECO had the effect that the Issuer was [not un]able to pay its debts within the meaning 
of section 123(2) of the Act for the purposes of the Conditions. 

Rulings 

In connection with the first question, the Chancellor found: 

• The Issuer’s latest annual financial statement did not attribute (rightly in accordance with usual 
accounting practice) any value to the Issuer’s claims in connection with the swap arrangements 
entered into with Lehman (as described above).  In this regard, the court held that the analysis 
under Section 123(2) of the Act is not limited to the annual balance sheet of the entity in 
question “but a comparison of the value of the assets with the amount of liabilities in order to 
ascertain solvency.” As the swap claims are a present asset of the Issuer, value has to be 
ascribed to them. In this case, the court suggested a figure of 35%-37% of the claim’s face 
value be recognised as similar value claims had been trading at this price in the secondary 
market; 

• A significant proportion of the Issuer’s liabilities listed in its 2009 financial statements 
correspond to those Notes denominated in Euros and U.S. dollars. These were converted, for the 
purposes of those financial statements, at the spot rate of exchange as at the balance sheet 
date. Given that most of the Notes do not mature until 2045 and that currency rates 
continuously fluctuate, the court found that the amounts rendered by the conversion could not 
be properly considered a liability given that such amounts were entirely speculative. Moreover, 
the court found, for purposes of section 123(2) of the Act, that, as a result of these fluctuations, 
the liability was not prospective because it was not certain, and it was only contingent because it 
may or may not occur.  Therefore, the court excluded these amounts from the Issuer’s current 
liabilities; 

• The Transaction has in place a relatively standard mechanism by which losses reduce the 
liabilities of the Issuer to the Noteholders through a ‘Principal Deficiency Ledger’ (“PDL”).  Such 
a structure was perceived by the court as effectively reducing the liability of the Issuer to the 
Noteholders on a rolling basis to the extent a loss crystallises under its revenue producing 
assets. To the extent unexpected proceeds are received in connection with any such assets, 
these proceeds are allocated to those Notes that had originally incurred the loss. The court 
found that as a result of this mechanism, no liabilities to the Noteholders would have an impact 
on the Section 123 insolvency analysis of the Issuer as “it is only extraneous losses, such as a 
liability to an unconnected third party, for example, HMRC, or crystallised currency losses, for 
example, arising on conversion for payment of interest or early redemption which reduce assets 
or increase liabilities so as to be capable of producing a deficiency for the purposes of s.123(2)”; 
and 

• Annual financial statements are not in of themselves sufficient to evidence a company’s solvency 
or insolvency under Section 123 of the Act. Further, the court inferred that the Issuer was not 
insolvent by taking into account the fact that all interest under the Notes had been kept current, 
no deficiency had yet been ascribed to the PDL and the projected redemption date of each of the 
class A Notes were in advance of their maturity dates.  The court considered that if the Issuer 
were insolvent, it would be expected that such strains would be evident in looking at the amount 
of revenue currently available to the Issuer to make payments and the notation of losses in the 
PDL. 

Although, the above conclusions on their own would have been sufficient to dispose of the questions 
raised by the Trustee, the court continued to consider the PECO structure. The Issuer and certain class A 
Noteholders argued that the PECO had the effect of removing any liabilities under the Notes for the 
purposes of Section 123(2) of the Act as, once the options was exercised, the liabilities represented by 
the amounts due under the Notes would effectively be extinguished. The court found that the PECO had 
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no impact on the Section 123(2) analysis described above, noting that the PECO is not exercisable until 
the losses of the Issuer have been crystallised following enforcement. Further to that, even after the 
PECO becomes exercisable, the liabilities continue to exist until such time as the holder of the PECO (the 
“PECO Holder”) releases the Issuer from such liabilities, which, under the Transaction, it was under no 
contractual obligation to do. 

In this regard, the Transaction neither provided a contractual mechanism for the automatic exercise of 
the PECO upon the occurrence of such triggering factors nor an automatic release of such liabilities by 
the PECO Holder upon the exercise of the PECO and its acquisition of the remaining outstanding Notes 
under the PECO. 

There was no indication in the High Court’s ruling as to whether any changes in fact relating to the PECO 
structure might cause another result, such as a commitment by the relevant PECO holder to exercise 
such PECO when, and if, losses occur with respect to the Notes. 

Conclusion 

While the High Court found that the Issuer was not unable to pay its debts within the meaning of 
Section 123(2) of the Act, it has yet to be seen whether the rating agencies will have any reaction with 
respect to the findings on the PECO structure identified in the judgment. Fitch Ratings, for instance, had 
placed the class A1 and A2 Notes on negative ratings watch at the time the proceedings were 
commenced at the High Court and the other rating agencies had advised that they would be monitoring 
the outcome of these proceedings. On a related point, it is not clear why the court considered the PDL to 
be significant from a solvency perspective. PDLs are merely a somewhat outdated mechanism to track 
shortfalls in payments on tranched issues of notes and to ensure that these are made up from future 
excess cashflows to the extent possible. Of themselves, PDLs do not in any way extinguish debt and 
indeed virtually all securitisation structures keep all classes of issued notes outstanding until the 
transaction assets have been fully realised and distributed. 

More generally, given the continuing declines in asset value seen in the “credit crunch”, parties to other 
securitisation transactions will take comfort from the court’s ruling that solvency is not a simple matter 
of accounting.  On the other hand, many of the factors the court took account of in determining that the 
Issuer was not insolvent (such as the Lehman swap claim, the possibility of currency fluctuations and 
the long maturity dates of the Notes) will not be present in other transactions. As such, parties to many 
other transactions will continue to have to exercise their own judgement as to their issuer’s solvency. 

The judgment of the High Court in connection with the PECO structure strips the large number of ABS 
transactions that incorporated a PECO structure of one of the benefits of limited recourse being that a 
PECO structure is not sufficient enough to protect against an entity from being determined whether it is 
insolvent. As the court points out, unless and until the loss has crystallised and the PECO option is 
exercised, recourse to the issuer is not limited to the ring-fenced assets from which the payment stream 
is generated to amortise the related notes.  

Whilst there continues to be practical impediments to an issuer being wound up at the behest of its 
noteholders, typical transaction documents usually do not restrict noteholders from instructing the 
related trustee to declare an event of default as a result of the issuer’s insolvency. Given that the High 
Court’s determination of solvency in this instance was fact specific, the directors of issuers in other 
troubled transactions may not be able to satisfy themselves as to solvency of the relevant issuer and, 
consequently, may feel impelled to institute insolvency proceedings to protect themselves from liability. 
As such, it is possible that this judgment will empower noteholders, in deals which do not benefit from 
the factors taken into account by the court in determining solvency, to force a declaration of an event of 
default and, consequently, an acceleration of the related notes in situations where the related distressed 
issuer may be insolvent. 
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If you have any questions concerning these developing issues, please do not hesitate to contact 
any of the following Paul Hastings London lawyers: 

Karl Clowry 
44-20-3023-5167 
karlclowry@paulhastings.com 

Conor Downey 
44-20-3023-5165 
conordowney@paulhastings.com 

 

Charles Roberts 
44-20-3023-5164 
charlesroberts@paulhastings.com 

Diego Shin 
44-20-3023-5177 
diegoshin@paulhastings.com 

 

 

 

 
1  BNY Corporate Trustee Services Ltd v Eurosail- UK 2007- 3BL Plc & Ors [2010] EWHC 2005 (Ch) available at: 

http://www.bailii.org/cgi-bin/markup.cgi?doc=/ew/cases/EWHC/Ch/2010/2005.html&query=eurosail&method=boolean 
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