
KEY POINTS
�� The interaction of insolvency set-off and security has been subject to academic and judicial 

discussion for some time.
�� The key legal issues are: (i) whether the mandatory nature of insolvency set-off could 

operate to deprive a secured creditor of its ability to rely on its security; and (ii) where 
the security is over the cross-claim, whether the security could render insolvency set-off 
itself unavailable as a result of a lack of mutuality.
�� The debate on the first of these issues has resurfaced after the Lehman Waterfall Case.
�� The argument that insolvency set-off applies to a secured debt, regardless of whether 

the solvent secured creditor chooses to prove for such debt, made on the basis of Lord 
Neuberger’s statements in the Lehman Waterfall Case is not correct and overlooks that 
these statements were made in the context of claims owed to the insolvent company rather 
than owed by the insolvent company.
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Set-off of secured debts: relevance of 
the Lehman Waterfall Case
In this article the authors provide an overview of the law relating to set-off of 
secured debts and argue that the Lehman Waterfall Case has not affected the legal 
position that the mandatory nature of insolvency set-off does not operate to deprive 
a secured creditor of its ability to rely on its security.

INSOLVENCY SET-OFF GENERALLY

nWhere creditors of an insolvent also 
owe cross-claims to the insolvent, 

insolvency set-off in commercial effect 
operates to give a priority to such creditors 
to the extent of their cross-claims. 
Insolvency set-off, and/or structures  
relying on it, can therefore operate as a  
form of quasi-security giving valuable  
credit protection.

The first formulation of a mandatory 
set-off provision was incorporated into 
bankruptcy legislation in 17051 and it has 
been maintained as a principle ever since.  
The policy behind it is to rectify the 
perceived2 injustice of a debtor of an insolvent 
who is also the insolvent’s creditor having to 
pay the full amount of their liability to the 
insolvent, whilst receiving only a reduced 
dividend on its cross-claim (Forster v Wilson3). 
There have also been judicial dicta suggesting 
that insolvency set-off is at least in part 
supported on the basis of facilitating an 
orderly insolvency process.4

Currently, Rule 14.25 of the Insolvency 
Rules 2016 (Rule 14.25), and, in relation to 
administrations, Rule 14.24 of the Insolvency 
Rules 2016 (Rule 14.24) set out the regime 
for insolvency set-off.5 

It is settled law that insolvency set-off: 
�� is mandatory, in that it cannot be 

contracted out of; 

�� is automatic and self-executing; and 
�� operates on the basis of an account taken 

as of the date of the winding-up order6 
(Stein v Blake,7 Halesowen Presswork & 
Assemblies Ltd v National Westminster 
Bank Ltd8). 

SECURITY AND SET-OFF
The interaction of security and set-off rights 
has been the subject of judicial and academic 
discussion for some time, and this has been 
reopened9 by aspects of the Supreme Court 
decision in re Lehman Bros International 
(Europe) (in administration) (No 4)10 (Lehman 
Waterfall Case).

This article seeks to summarise the law as 
to when secured debts are and are not subject 
to insolvency set-off, and whether the Lehman 
Waterfall Case has, in fact, changed the law in 
this regard. 

The legal issues to be addressed fall into 
two areas: 
�� whether insolvency set-off requires an 

actual proof of the relevant debts for it to 
apply; and 
�� mutuality – and we consider these in 

turn below.

A REQUIREMENT TO PROVE?
Academic commentary, and some judicial 
dicta, are not always entirely clear as to 
what is settled and what is still subject to 
debate in this area, and it therefore seems 
sensible to start with what is not in fact 
controversial.

Insolvent chargee
Where it is the secured party (the “chargee”) 
that is insolvent, the law appears to be 
settled.11 The position where the insolvent is 
the chargee is set out above.

In this situation, the chargor will of 
course have to prove in the insolvency of the 
chargee in order to recover its debt from 
the chargee – it has no alternative, as the 
security interest in this case is not held by 
it. On this basis, the question considered 
below as to whether there is a requirement 
to prove is redundant, and it is settled law 
that the (unsecured) debt of 90 owed to it by 
the chargee will be applied by way of set-off 
in partial discharge of the (secured) debt of 

100
(secured)

90
(unsecured)

Net 10

Chargor
Chargee
insolvent
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100 that it owes to the chargee, leaving the 
chargee only able to claim for the net 10.  
In other words, the chargee is not able 
to claim for its secured debt of 100 on a 
gross basis outside the insolvency set-off 
mechanics, leaving the chargor to prove in the 
insolvency of the chargee for its claim of 90.

Insolvent chargor 
The position is more complicated where it is the 
chargor that is insolvent. The position where 
the insolvent is the chargor is set out below.

100
(secured)

90
(unsecured)

Net 10

Chargor
insolvent

Chargee

Options of the chargee
It is well established that, generally, a secured 
creditor can voluntarily surrender its security 
and prove for its debt in the insolvency 
proceedings.12 Any debt so proved for will fall 
within insolvency set-off.13

Accordingly, it is not controversial that, if 
the chargee wishes to avail itself of insolvency set-
off, then it can take advantage of the insolvency 
set-off regime by proving as an unsecured 
creditor instead of enforcing its security. 

Is set-off avoidable?
The debate in this area is whether the chargee 
can avoid insolvency set-off and instead insist 
on enforcing its security, or whether the 
mandatory nature of insolvency set-off means 
that the security of a secured creditor with a 
cross-claim is, in effect, redundant. 

It is worth pausing to consider why the 
chargee might prefer enforcement of security over 
insolvency set-off. As long as the chargee obtains 
a priority over the general body of creditors, 
it might seem that it should not care whether 
that priority comes as a result of its enforcing its 
security or under the insolvency set-off regime. 

In fact, however, there may be some 
practical difference in the result, including that 
a solvent chargee might well prefer to receive 
payment on its secured claim on its own terms 

(eg as to timing to match the close-out of 
hedges of its exposures) rather than under the 
statutory process as to timing and valuations 
provided for under the Insolvency Rules. We, 
therefore, consider the state of the law in this 
area below.

Arguments that a secured creditor 
may elect to enforce its security
The majority of the case law in this area 
supports the view that the chargee can in fact 
elect to enforce its security, in which case it can 

do so without interference from the insolvency 
set-off regime.

In what seems to be largely a statement 
of a general policy that the court should not 
interfere with security rights wihout good 
cause, Rose LJ in BCCI (No 8)14 stated that: 
“set-off ought not to prejudice the right of a 
secured creditor to enforce his securities in any 
order he chooses and at the time of his choice.”

This position is based on two principles of 
insolvency law. The first is that secured assets 
do not, to the extent of the security, form 
part of the assets of the company available for 
distribution to unsecured creditors,15 and the 
security holder is generally entitled to stand 
outside the winding-up (see Sowman v David 
Samuel Trust Ltd16); in particular, a secured 
creditor enforcing its security does not prove 
for its debt. The second principle is that 
insolvency set-off applies between a company 
and a “creditor of the company proving or 
claiming to prove for a debt in liquidation”.17 

In other words, insolvency set-off only 
applies to debts owed by an insolvent if such 
debts are proved for, and the enforcement of 
security does not involve any such proof.  
On that basis, unless the secured creditor 
elects to prove as an unsecured creditor 
(having surrendered the security or having 
valued it at less than 100% of the debt), 

insolvency set-off would not apply to the 
secured amount. 

In Re Norman Holding Co Ltd,18  

Marvyn Davies J summarised this position 
as follows: 

“As a secured creditor he does not (unless 
he so elects) prove or claim to prove for his 
debt in the liquidation. He relies on and 
realises his security. But as an unsecured 
creditor he proves in the liquidation and 
so is caught by set-off as to the unsecured 
debt. Thus I read r 4.90 as affecting debts 
proved in the liquidation and not as 
affecting debts that are elected not to be 
proved therein.” 

Counter-arguments
There is, however, case law supporting the 
contrary view, most notably the statement of 
Dillon LJ in MS Fashions that:

“If there are indeed mutual credits or 
mutual debts or mutual dealings between 
a company, or a bankrupt, and a creditor, 
then the [insolvency] set-off applies 
notwithstanding that one or other of the 
debts or credits may be secured.”19

The arguments that insolvency set-off is 
as mandatory and unescapable for secured 
debts as for any other turn, at heart, on the 
meaning of the provision mentioned above in 
the Insolvency Rules that insolvency set-off 
applies to a “creditor of the company proving 
or claiming to prove for a debt in liquidation”. 

If what this means is that a positive action 
of lodging a proof is necessary to bring a 
debt within the scope of insolvency set-off 
(and that is certainly the normal meaning of 
the words), then the arguments above, and 
the rulings in BCCI (No 8) and re Norman 
Holdings, are clearly correct. A secured 
creditor who enforces its security does not 
take a positive action to prove, and, if that is 
what is required to fall within Rules 14.24(6) 
or 14.25(1), then its secured debt will not be 
subject to insolvency set-off to the extent of 
such enforcement.

The arguments that this is not the correct 
interpretation of “proving or claiming to 
prove” are largely based on the self-executing 
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and automatic nature of insolvency set-off, 
and the fact that the account is deemed 
to be taken as at the date of liquidation.20 
The automatic nature of the set-off cannot, 
it is argued, be dependent on some future 
decision by the secured creditor after the 
date of the account/liquidation, as otherwise 
the set-off would not be truly automatic and 
self-executing as at such date. If that was 
right, then by the time the chargee made the 
decision as to whether to enforce its security it 
would be too late; only the net balance would 
be available for enforcement. 

However, these arguments appear to 
be wrong. In particular, in Scottish Widows 
Plc v Stewart,21 Judge Eccles QC expressly 
rejected the submission that Re Norman 
was impliedly overruled by Stein v Blake (the 
main authority on set-off being retrospective 
and self-executing), in the following terms:

“The reason, it seems to me, why re 
Norman Holdings survives Stein v. Blake 
is that the latter case was concerned to 
decide whether the original chose in action 
survived the process of automatic set-off 
rather than to create a new principle in 
deciding the circumstances in which such 
a set-off should be held to occur. The 
reason why a secured debt falls outside the 
liquidation when the creditor realises the 
security seems to me as valid as before.”

In fact, it is easy to reconcile Stein v 
Blake with Norman Holdings. Whilst the net 
balance will be treated as having been struck 
at, and will be retrospectively calculated 
as at, the date of the winding-up order, in 
practice, of course, the liquidator cannot 
take any account until later. Under what 
is generally referred to as the “hindsight 
principle”, if events happen between the 
date of the winding-up order and the 
date on which the account is actually 
(retrospectively) calculated, then such events 
are taken into account when striking the set-
off balance. There seems no reason why the 
decision by a secured creditor as to whether 
or not to surrender its security and prove for 
its debt could not fall within the hindsight 
principle, and accordingly no reason why 
the self-executing nature of set-off cannot 

accommodate the possibility of such election 
occurring after the date of the winding-up 
order.

The Lehman Waterfall Case
It has been suggested22 that the above 
position has been cast into some doubt by the 
Lehman Waterfall Case, and that in fact the 
position supported by MS Fashions – that 
secured debts will unavoidably fall within the 
insolvency set-off regime – should once again 
be regarded as the correct law.

In summary, in the Lehman Waterfall 
Case, two affiliates of Lehman Brothers 
International (Europe) (LBIE) (the main 
European Lehman Brothers entity) were 
creditors of LBIE and were also liable to 
contribute as shareholders in relation to 
debts or liabilities which remained unpaid in 
LBIE’s administration. The Supreme Court 
was asked to consider, amongst other things, 
whether LBIE and the administrators could 
set off claims for the contributions against 
the proofs lodged by the affiliates in LBIE’s 
insolvency for their respective ordinary 
debts, even if they were not able to prove  
for such contributions. Lord Neuberger 
stated that he could see no good reason  
why a non-provable debt owed to the 
insolvent estate should be disqualified  
from insolvency set-off.23

It has been suggested24 that this 
undermines the arguments above that 
insolvency set-off would not apply to a secured 
debt, unless the security is released, and 
the relevant debt is then proved for on an 
unsecured basis. This is presumably on the 
basis that, as claims which are not admissible 
to proof now appear to be capable of set-off, 
it cannot be the case that only those that are 
proved for that are subject to set-off.

In our view, this is not, in fact correct, as 
it confuses claims owed by the company in 
whose insolvency the set-off account is being 
struck with claims owed to that company. 
Lord Neuberger’s statement seems limited  
to the latter:

“I can see no good reason why a debt owing 
by the creditor to the company which is or 
would be non-provable in the creditor’s 
insolvency should thereby be disqualified 

from being set off under rule 2.85 against 
a proof lodged by the creditor in the 
company’s administration” 
(emphasis added).

Generally, when taking the account 
for the purposes of insolvency set-off of an 
insolvent (A), the question of provability 
is limited to debts owed by A, as it is such 
debts that have to be proved for in A’s 
insolvency. If such debt is owed to a solvent 
creditor (B), and B owes a countervailing 
debt to A, the question of whether the debt 
owed by B to A is provable is, of course, 
nonsensical – it is only debts owed by an 
insolvent that fall to be proved for and B is 
solvent. Even if B is insolvent, then as regards 
the insolvency proceedings of A, and the 
set-off account taken as part of that process, 
there seems no reason why the (provable or 
otherwise) status in B’s own solvency of B’s 
debt to A is relevant. That indeed appears 
to be the argument behind the judgment in 
the Australian case of Gye v Mcintyre,25 on 
which Lord Neuberger in part relies, where 
it was held that:

“There is nothing at all in the Act which 
requires that a claim of a person who has 
become bankrupt…should… be subjected 
to the additional test of whether, if the 
debtor of the bankrupt had himself become 
bankrupt, the claim would have been a 
provable debt in the debtor’s bankruptcy” 
(emphases added).

On that basis, the law as to the necessity 
of debts owed by the bankrupt being proved 
for them to fall within the insolvency set-off 
account would be unchanged. Assuming 
that this is correct, when Lord Neuberger 
suggests that his ruling disapproves the 
statement of Rose LJ in BCCI (No 8) that 
“a claim is not capable of set-off unless it is 
admissible to proof … This is true of both 
sides of the account”, it is the reference to 
“both sides of the account”, presumably  
that is being criticised, so that Rose LJ’s 
statement is only no longer good law (to the 
extent it ever was) as to claims owed to the 
company in the insolvency proceedings of 
which the set-off account is being taken, and 

230230 April 2019 Butterworths Journal of International Banking and Financial Law

Feature

SE
T-

O
FF

 O
F 

SE
CU

RE
D

 D
EB

TS
: R

EL
EV

A
N

CE
 O

F 
TH

E 
LE

H
M

A
N

 W
AT

ER
FA

LL
 C

A
SE



that, as regards debts owed by that company, 
they still need to be provable, and indeed 
proved for, in order to be taken into account 
in the insolvency set-off. 

Even if this was not correct, and so 
it was in fact now the law that claims 
owed by an insolvent company could be 
included in insolvency set-off even if they 
are not provable, that would not necessarily 
undermine the analysis above as regards 
secured debts being enforceable without 
interference from the insolvency set-off 
regime if the secured creditor so wishes. 
The fact that some unprovable debts can be 
included in the insolvency set-off account 
clearly does not mean that all debts not 
actually proved for can be so included. If, for 
example, a creditor of an insolvent forgets, 
or elects, not to claim for the debt owed to it 
by the insolvent, it seems rather fanciful to 
suggest that such claim would nonetheless 
be set off against debts owed by that creditor 
to the insolvent. It seems to us that the same 
is true of a secured debt which is not proved 
for but is instead recovered by a security 
enforcement procedure; as described above, 
it is a fundamental principle of insolvency 
law that a security holder is generally 
entitled to stand outside the winding-up 
and there seems no clear reason why this 
principle should be undermined for the 
purposes of set-off. Indeed to do so would 
seem to go against the principle in Forster 
v Wilson,26 cited with approval by Lord 
Neuberger in the Lehman Waterfall Case, 
that “the purpose of insolvency set-off is to 
do substantial justice between the parties”, 
as there seems no justice in prohibiting a 
secured creditor (in direct opposition to 
Rose LJ’s comments in BCCI (No 8) quoted 
above) from being entitled “to enforce his 
securities in any order he chooses and at the 
time of his choice”.

In fact, to do so would also seem likely to 
create the sort of administrative complexities 
which (as mentioned above) it has been 
held27 that the insolvency set-off regime was 
designed to avoid. Consider for instance a 
creditor with a secured claim of 10 and an 
unsecured claim of 10 against an insolvent 
entity, and who also owes a debt of 15 to the 
insolvent company.

In that situation, a set-off that included 
both the secured and unsecured claims would 
presumably result in all three underlying 
claims being extinguished and a net balance 
of five being payable to the creditor, without 
any statutory guidance or clarity as to whether 
the net balance is secured (and therefore likely 
to be recovered) or unsecured (and therefore 
possibly irrecoverable). In such a scenario, 
a far simpler position is reached (and, in 
our view, “substantial justice between the 
parties” is achieved), if the secured creditor is 
simply allowed to enforce its security outside 
the winding-up procedure (including the 
insolvency set-off account), with the set-off only 
applying as between the unsecured claims. 

MUTUALITY
The other issue generally raised in this area is 
whether, when the security in question is over 
the countervailing debt (eg a charge-back of a 
deposit with a bank to secure a loan from that 
bank), the creation of the security breaks the 
mutuality required28 for insolvency set-off to 
operate. This issue has been phrased in various 
ways, but the practical effect would in any 
event be to create a potential problem where 
it is the chargee that is insolvent, as in that 
situation, with no insolvency set-off to rely on, 
other forms of set-off potentially waived, and 
no other form of credit protection, the chargor 
might be left with a gross exposure. 

This article is mainly aimed at the  
question of whether the Lehman Waterfall 
Case has changed the position as to whether 
a secured creditor can enforce its security 
without interference from insolvency set-off, 
and the question of mutuality is not relevant  
to that issue. However, as this debate seems  
to attract considerable attention29 it would  
seem amiss not to consider it at least  
in passing.

In fact, in our view, this debate is 
misconceived, and it seems that the ink 
spent on it risks creating a Gordian Knot 
that deserves to be cut at a conceptual level. 
It is clear that the purpose of the mutuality 
rule is to protect a creditor from having the 
value in its claim applied to pay off someone 
else’s liabilities. In the words of Sir James 
Wigram in Jones v Mossop,30 “you cannot 
set off demands due in different rights; the 
principle being that one man’s money shall 
not be applied to pay another man’s debt”. 
Where there are only two parties involved, 
and the purported lack of mutuality results 
from a transfer of claims between those two, 
there is clearly no mischief here for anyone 
to be protected from – no one’s money is 
being applied to pay off anyone else’s debt. 
Any lack of mutuality is therefore purely 
academic, and we doubt it is one that would 
exercise the courts. n

 With thanks to Matthew Harding and  

Paul Sidle for their thoughts and 
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3 (1843) 12 M&W 191.

4 See eg Re Maxwell Communications Corp 
Plc (No 2) [1994] 1 All ER 737, where the 
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