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Mrs Justice Cockerill:
Introduction

1. This is a case concerning certain swaps entered irtteellyefendanffiBusta), asmall
Italian local authorityin mid 2007.Its contractual counterpgrtvas the Claimant, the
well-known international bank Deutsche Baffk D B.d@he swaps wer governed by
English Law.

2. At the time of contractingthe swapswhich includedswappingfully variable rate
obligations for thosavith a collar and flogrwereanticipatedo be benefial to Busto
to the tune of over asTgads thaiprintipaloerchabgge t o d ;
element) But of coursein 2008 the world changedThe swaps have not proved
beneficial In this caseBustosays that it is not bound bizemi in particular that it
lacked capacity to enter into them

3. The history of local authorities and swapsthe courtss now a fairly longone and
punctuated by a number of judgments exploring the capacdiffefent sorts of local
authorities in a vaety of jurisdictions.

4. Here in very broad termghe issues before the Court concern the interplay befween
on the one hana variety oflegislative sources of Italian Law, includidgticles of
theltalian Constitution and Civil Codeand on the othdrand a recent decision of the
Joint Civil Divisions of the ItalianCourt of Cassatio®upreme Couri decision
8770/20Banca Nazionale Del LavorofsA vMunicipality of Cattolica( @attolicad .)

5. Bustosays thathe result is that as a matter of Italiawl(as it is now to be understood
postCattolica):

)] Principles of Italian administrative lagArticle 119 of the Italian Constitution
and mandatory rules of Italian public finahdienit the powers oBustoas an
Italian local public bodyso thatBustolacked the capacity to enter the swap
transactions with the consequence that they are void; and/or

i) To the extent that it was within the legal powerBafstoto enter the swap
transactions at allBusto could only do so if the swap transactions were
approved byBust® s Ci t vy (putsoamtnto iAtticle 42(2)(i) of the
Consolidated Code of Local Bod)esSince the City Council did not approve
the swap transactions, they are void.

6. DB disputes thespropositionsin very broad terms it says th@attolicadoes not offer
as much of degalroad block aBBustowould argue; and that even if it do@s the
facts of this case tihe is no basis for finding that capacity was lacking or that the
relevant rules for appvals were not complied witht se&s a declaration that Busto is
bound by the terms of the swap transactions.

7. There are alsaumerousadditional points anthllback positions on both sides.

lSeeforexampld Thirty Years of Ul tra Viursesd:the Global®érivativast hor i t i «
Ma r k bytBsaithwaite Current Legal Problems 2018 71(1) 369
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8.

10.

11.

I n addition to its defence to the Bankods
of the net sums paid by Busto to the Bank. As of 30th June 2020, the stream of
payments between the parties had produced a negative balance for Busto of
03,840ah86099, 136. 88voswass.r espect of the

If the swaptransactions are void and unenforceable, the Bank claims that Busto's
restitution counterclaim is governed by English law and raises defences of limitation
and change of positioBustdd s posi tion is that i1ts resti
by Italian | aw, but even under English |

If the swap transactions are void, the Bank raises a fallback case based on Article 1338
of the Italian Civil Code.Busto'sposi ti on i s that there 1is
under Article 1338 as: (iBustodid not know and could not reasonably have been
expected to know of the nullity of the swap transactions at the time that they were
entered intoin 2007; and i{) in any event, the Bank cannot establish that it relied
without fault onthe validity of the swap transactions in circumstances where the Bank
was in a far better position th&ustoto know the swaps were void.

Because of the range of issues involvat judgment is divided into three parts
(BackgroundDeterminativd ssues an€ontingentlssues) anthe following sections

)] Introduction
i) Part 1: Background
a) Factual Backgrounfll?]
i) DB6s i nv[@l,vement
i) The City Board Resolutiof#1];
iii) Final Stepg46];
iv) Therelevantterms of the Transactiofs2];
V) The structure and financial essai# of the dea]56];
Vi) Subsequent evenfg3].
b) Legal background:
i) Swaps irthe Courts of England and Wal@4];
i) TheApproach to Foreign Layl04];
iii) The relevant egislativeProvisions[109];
iv) The Cattolica Decision[120];

(@)  First Instance: Case No. 522009: The Court of
Bologna[125];
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(b)  On Appeal to the Court of Appeal of Bologna: Case No.
734/2014[127];

(c)  The Supreme Couf131]

C) Thetrial [156];

d) Theissueqd170].
i) Pat 2: The Determinativelssues

a) CapacityabsentCattolica[173];

b) CapacityandSection 9 ofCattolica[206];

C) Cattolicaand Speculatiof275];

d) Ministerial Decree 389 and Law 448/203D7];

e) Article 42 of TUEL[317];

f) Determination and matters foonsequential argumejg65].
iv) Part 3: Contingent Issues

a) The other TUELssueq367];

b) The restitution clainj410];

C) Article 1338[419]

Part 1: Background

Factual Background

12. DB is incorporated in Germany with a branch in London. It is part of the Deutsche
Bank Group of companie$n 2007, at the time of the events giving rise to this dispute,
the Bank operated in Italy through an Italian subsidiary of the Deutsche Bank Group,
namely Deutsche Bank S4.DB has operateth the Italianlocah ut hor i t i es 6 n
since 1980

13. Bustois the local municipal authority for the city @&usto Arsizio in part of the
Province of Varesen Lombardy, Northern Italy. It is a small city with approximately
83,000 residents.

14.  Mr Downes QC for Busto hagpeatety emphasised that this is a case about a small
local authorityacting for a small number of real peopled that the sums in issue here
are very meaningful to thenHe pointed out that in 2007 Bustoad revenues of
u47,293, 616, of wlented bax révériie colected #ommaits localp r e s
citizens, and 0Ul1l6, 741,867 represhkustdsed tr a
total expenditure on social and education
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15.

16.

In 2007,Busto had outstanding borrowinfyjom various lenders which amounted to

ua72.8 million, 57% of which was at a var.i

on these loans was on 30 June 2031, however the repayments were structured such that
the principal amounts due were heavily coned between 2007 and 2014. In

particular,as @ 2007 Bustdd s r epay ment profile require

borrowing to be paid over the next 6 years up to the end of 2013, whilst repayment of
the remaining 48% would be spread out over the nexeaBsy

Bustohad previously entered into an interest rate swap with Banca Monte dei Paschi di

Siena (AMPSO) in 2002 ( Bustowoul®pgapavaridblea p o) ,

interest rate to MPS whilst receiving a fixed interest rate in return (the rekevars

are set out in more detail belatparagraptb6). While there was some suggestion in
passing that there might be a question over the validity of this swap, that formed no part
of the pleaded case, and | assume that swap was valid.

TheCity Council and City Board

17.

18.

19.

20.

This case raises some issues about thergaventstructure in relation to Italian local
authorities. In particular there is an issue about whether approval of the releagst
fell to the City Council or the City Board.

Bustds City Council is the democrim2007gdal |y
had 30 member®Broadly speaking, itvas common ground th#te role of the City

Council within the municipal administratiagito set overarching policy and guidelines.

It is then for the City Board and the administrative departments to nmepliethat

policy. The role of the City Council is to make policy and set guideliaedwould not
generallyextend to the entry into contractswas the evidence drof. della Cananea

that the separation of responsibility f@olicymaking on the one &nd, and policy
implementation and managerial activity, on the other, was a fundamental distinction in
Italian administrative law

The City Boardis the executive political body and it is therefore entitled to exercise
political discretion in its own rightit is not democratically elected but is made up of
up to twelve individuals appointed by the Mayor (who also chairs the Board). The
Mayor is democratically elected in direct electiorBusto also has various
administrative departments, each with a Director at its head.

As set out inBusto'sMunicipal Bye-Laws, the City Council has the decisioraking
powers that are provided by Article 42 of Legislative Decree No. 267 of @060
referredt o tlee<ConBolidated Code of Local BodesThoseprovidethat:

) The City Councils responsible foall matters bearing on the financial position
of the authority. For example, Article 42(2)(b) is concerned with the budgets
(and changes to the budggtArticle 42(2)(f) is concerned with the introduction
of taxes and regulations concerning taxes; Article 42(2)(h) concerns the taking
out of loans, credit facilities and bond issuances; Article 42(2)(i) concerns
expenditure which commits the budgetshaf authority for subsequent financial
years ; andirticle 42(2)(j) is concerned with real estate purchases and disposals.

i) Both the City Council and the City Board are responsibleffgg ol + t i c a |

admi ni st r at(Article 8(3) and Attela TAE)0

€
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i) The City Board is also responsible for
a) Aithe collective i mplementation of t

b) for i1 ssuing idpe oiwfinyignug dteHa n@ist yi Cc
(Article 14(1)(2));

Aal l acts pursuant t o Artheiuocctioas 107,
of government bodies, which are not
(Article 48(2)).

The problem

21.

22.

23.

24.

25.

On2dApr i | 2007, the City Council passed r e
Resolutiono), bBustawd i bbhdg et apeanmu@ Budget, I ts
for 20072009 and also the Forecast and Planning Report for-2009.

That Report identiéd a cashflow problem being facedBystoat that time:

AFor many year s BustbArsiziMwas abieitopal i ty of
substantially maintain fiscal pressure unchanged, but in the

meantime, the gap between income and expenses has widened

considerably, alsdecause of lower transfers from the State.

Therefore, on the one hand, income continued to increase at an
6unchangedd rat e, while on the other,
utilities, in addition to the increase given by the rate of inflation,

resulted in a sigificant increasé current expenses of more than

EUR 4,000, 000.000

That passage went on to set out four measures whichiinere t f onrorde&? 0 7 0
solve the problem. One such measure wasgifars e of f i nanci al I nst
usefulford ebt restructuring through a swap on

The Report went on to discuss possible methods of debt restructuring, including:

At he application of the derivative 1 n:
by the Decree of the Minister of Economy and Foemo.

389/03, under which debt may be managed through the

application of derivative instruments to change the structure of

interest rates. o

After further discussion of such swaps, the Report goes on to state that:

Al ot (S consi der ed abavp ptrateges toat e t o use
achieve the maximum economic and financial benefits, but

especially with regard to renegotiation and derivative

transactions, one should seek the support of a financial advisor

who, free of charge, will assist the Administration in the

i mpl ementation of these strategies. 0
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DB6s invol vement

26.

27.

28.

29.

30.

31.

In 2007, the DirectordBustd s Fi nance and Economics Depa
Fogliani He held that post until 2009 when he was succeeded Hidtino (one of
the factual witnesses called in thisea

On 13April 2007, DB delivered a presentationBoistoentitled,i De bt manage me
in lItalian public authori(tiitehe: Fihes tDdluUtesa
This appears from the slides to have been an introductory presentation in which DB

inter alia, set out its expertis@usto emphasised that DB spoke of'iteomparable
experience)' in dealing with Italian public authorities before going on to discuss, in

general terms, some of the options which were likely to be availaldasiofor the
management o f i ts debt . The ©prebasint ati o
legislatiod0 whi ch I talian | ocal authorities wer

On 24April 2007, Mr Vizziniof the Bank sent an email to Mr Fogliani attaching a draft

of an agreement which was becomeaMandate( it h e M®n 8May 20@7)

Bustdds City Board resol ve d-extlusivedasis theroleob n t h e
advisorn f or the aehtvef mahagdumnicipali tyds d
related to the possible issuance of bonds and to the possible completion of any other
financial transactions, including derivatives, that the Municipality might deem

us e f ydneétdp approve the terrnsthe Mandate.

On 29May 2007,Bustoand the Bank entered the Mandate, pursuant to wBugho

engaged the Bank, on a nerclusive basis, to advigustoon the matters set out in

the Mandate. The Mandate is governed by Italian law and providesi¢h@ourts of

Milan shall have exclusive jurisdiction to settle any disputes arising frovdneate.

It states that DB was appointedBust®® s a diyiosont he preparati on
transactions of act i viecludmg mtargabamdenvative o f t h o
transactions. No fee was payable to DB in respect of this agreement.

On 31 May 2007, DB delivered another presentatiddustoentitled,i Anal ysi s of

muni ci pal i ndebtedness (@ftdhe aSérc dn d wP rsensae
This presentation included a detailed analysiBo$tdd s out st anding borr
debt repayment profile. The presentation
swap (to rebalance the profileBtistdd s pr i nci pal repayments w
were heavily concentrated in the period 20

mirror swap (to cancelolBust® s exposure to interest rate
(At he Mi r rThis strn&twura pvas) the basis of the transactigns h e
Tr an s a)ulimatelyentéred into.

The presentation further identified the benefitBistoo f DB&6s proposal ,

tt)hfgenerates |liquidity in the medium terr
of t hydi)iderhdtoect s theekMoessipali hyedn@sm r a:
(i Anor mal i ses the Muni ci pla practicglGesms,tthet a | p

presentation indicated that this would be done by reducing the principal amounts due
between 2007 and 2013 (which would be offsgtificreased principal repayment
amounts thereafter) and by containBigstdd s i nt er est rates withi
presentation which was materially similar was given by DBustoon 11June 2007
(Athe Third Presentationo).
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32.

33.

34.

35.

36.

37.

DB's regular legal advisers in respect of its derivative contracts with Italian local
authorities were Allen & Overy i A &.00n¢ of the witnesses calleat trialwasMr

Danussmf A&O, the partner in charge of the relevant A&O tedtaexplairedin his
evidencethatafter he joinedA&O in 1998 he started acting for the Bank on a regular

basi s in respect of the Bankdés entry in
authorities. The relationship betweeB andA&O in Italy wassufficiently closethat

in 2007 A&O had seconded at least one of its Italian lawydrsAlessandro Buono

to the Bank

On 8June 2007 Mr Buonoemailed Mr Domenico Gaudiello (an associate at A&O) a

draft resolutionoBust®d s Ci t y B o a rinter allalfandaf passed), authse

Athe use of derivative instruments applic
i ndebt and givwe the director of the relevant department withistoa mandate

tolni denti fy the proposal that .MeGudielmeet s t
replied with an email which simply saidC a | | me a n d. THe comtentslof t e | |
any subsequent phone call which may have taken place are not known.

On 19June 2007, Mr Fogliani invited DB and four other banks to submit formal debt
restructwing proposals tdusta In his formal decision no. 403/2007, Mr Fogliani
stated thaBusta

Ain i mplementation of the directions
Development Plan for 2007 intends to acquire, without any

charge or commitment whatsoevempraposal for restructuring

its indebtedness situation, in order to reduce budget charges for
servicing the debt, maintaining a | ow

DB submitted its proposal tBustoon the same day (l1une 2007) . The p
objectives were identifiedsdi c ount er acti ng t htte200RBvapt s ge
and reschedulin@ust®® s r epay me nthtphleanr epuacymetnhbati nst a
principal are distributed over ti me, fre
These objectives were to be amled througha Mirror Swap anda Cash Flow Swap
respectively.

DB6s proposal for the Cash Fl ow Swap cons
rate swap in respect af 55, O 4ol Bustdd out st andofrmpichbor r ow
u24,575,647i waserastarbaterednd 030, 465,470
Under the principal exchangBustowo ul d be the net recipient
the end of 2013, whilst DB would be the net recipient of the same sum from 2014
through to 2031, such thédte principal exchange amounts would net to zero. Under the
interest rate swajBustowould pay variable interest rates within a collar.

The proposal also stated thdatThe new structure wil/| al s
(negative or positive) of the mirrowsp structure, evaluated at the date of its potential
c | o s Gurtleer, @ contained a section entitlédL e g a | assistance to
financial tr anwhchdgtatedthad: r equest edo

AFor all the transactions described wu

issues of a purely legal nature connected to the performance of
the role of adviser, Deutsche Bank shall make fully available to
the Municipality of Busto Arsizio the services ofllen &
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Overy, a leading international law firm with offices in Rome and
Milan, the undisputed market leaders in transactions involving
Italian local authorities.

Attorneys from Allen & Overy law firm shall participate, as
required, in meetings between the Municigatind Deutsche
Bank, to ensure full legal support for all the individual
transactions considered by the local authority.

We attach to this proposal, the introduction letter from Allen &
Overy law firm, in which it demonstrates its willingness to assist
Deutsche Bank in relation to possible capital market transactions
for the Municipality ofBustoArsizio.

Deutsche Bank shall bear all related casts

38.  On 22 June 2007, by executive decision no. 417/2007, Mr Fogliani appointed an expert
committee to assidBustoi n anal ysing and evalwuating t
(Athe Expert Committeeo). The members of
himself and M Marino, who was then the Head of the Accounting Service within
Bustd s Fi nance anpdrtméhc dhe cotner ecnembddseof the Expert
Committee were Dr Sergio Zucchetti and Dr Simona Criscuolo of LIUC University in
Castellanza.

39. On 25June 2007, DB emaileBlustowith a request for a letter to be signed on behalf
of Bustostating as follows:

A P | eeaecept this letter as confirmation that Massimo Fogliani
has authority to enter into a relationship and open accounts with
Deutsche Bank AG, London on behalf of the ComunBudito
Arsi zio. o

400. A |l etter in those terms wasedi gingma tbor yMr
returned to DB on the same day.

The City Board Resolution

41. On 26June 2007, a member of the B&les team sent Mr Fogliani a draft resolution of
Bustdds City Board which would (i f passed) a
grant wide powers to Mr Fogliani to complete the transaction.

42. On 29June and Quly 2007, DB senBustosimulations of the projected cost of the
proposal based on potentiatdte interest rate3.he second of these documestiewed
the existing amortisatioand interesside by side with the proposed amortisatoal
interesti at the cap rate and at the floor ratwith figures at every six months until
expiry in 2031 The smulations also gaverojections of the cost of the proposed revised
principal repayment profile based on the forward curve, as well as on the basis of
assumptions as to Euribor levels which reflected the collar structure of the Cash Flow
Swap
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43.

44,

On 10July 2007, in resolution no. 398/2007, the City Board formally approved the
structure of the transactions proposed by DB and authorised Mr Fogliarotp t i mi s e

t h e taofthartsasactions. This resolution refers, inter alia, to the City Council
Resolutionfofit he Pr ovi si onal a2@0&pravedthereugderRe por
andtoit he | mpl effid mtea ti inctherebyqgiven byrthe &ity Council

Aito verify the possibilities offered by t
derivative hstrument transactions and specifically the need to intervene on the debt
stock through dfightofiatrepoot by the fExpert Comvrattped the

City Boardds resolution alsontaef igrrmed et
financial bendt over the nexthreeyearp er i. o d 0

That report of the Expert Committee set out its conclusions in respect of the DB
proposal as follows:

A[ T] he proposal which involves a highe
financial benefit over the next three years is widedly the
Deutsche Bank proposal.

This proposal allows an overall financial benefit over the next 7
years (20072013) amounting to EUR 13,100,000.00 on the
capital. From 2014 through 2031, the Municipality must provide
for increased capital allowancestbé same total amount.

The effects of this transaction must be underlined.

In the first few years and in particular up to 2013, the
municipality will be able to book as part of its capital revenues
the positive value amounts described in Annex A to these
minutes (under the item expected differentials). The
municipality will therefore be able to use this revenue to finance
works on capital account without having to take out new loans.

On the other hand, from 2014 to 2031, it will have to finance
with currert revenues higher charges (for the repayment of
capital) equal to the values shown in Annex A with a negative
value.

The more the Municipality will be able to effectively use the
resources that will become available, the more it will benefit
from the tranaction.

As regards interest rates, the new structure provides for a fixed

rate of 4.45% in 2007 and a variable rate-af@nth Euribor plus

a spread of 0.10% from 2008 to 2031, with a maximum limit of

5.75% and a minimum limit of 5.15%. From an interestcitire

standpoint, the proposal therefore provides for a limit of 5.75%

which will ensure that the municipality improves its current risk

position. It should be noted, however, that the floor (i.e. the

minimum ceiling that the municipality will have toyaappears

rather high in relation to the forward



Judgment Approved by the court for handing down. Deutsche Bank v Comune di Busto Arsiz

Based on this curve, this value will never be reached and
therefore the possibility of modifying the parameter (floor)
should be checked with the institute. 0

45. On11July 2007BustowrotetoDBt o i nf orm it that the City
proposed structure and to request a lower floor level in the interest rate collar.

Final steps

46. Onl1l2July 2007, DB6s Credit Risk Management
subject tojnteralig,bful t ra vires being e,degagbdpieibned bef
covering compliance with regulatory environment)

47.  Arevised proposal was submittedBastoby DB on 16July 2007 which incorporated
a lower floor rate. The revised proposal also provided for reduced exchange amounts
under the principal swap, such tigatstowoul d be t he net recipie
million between 2007 and 2013 with the same amount repddistpto DB between
2014 and 2031 (as opposed to 0l13.1 millio

48. Onthe same day, DB requested a fee estimate from A&O for a legal opinion regarding
the proposed swapbls Sara Cerrone of A&QOhaving discussed with Mr Danusso,
guoted a fee of approximately 07,000 and

AFor the purposes of such | egal opi Nni
to receive the term sheet relating to the transaction and, as soon

as avdable, the resolutions and decisions authorising the

transaction (including extracts from the RPP or the PEG to verify

the general guideline of the local authority) and the relevant
contractual documentation. o

49. DBo6s revised pr o pBustwdfity Baaaddy rasplygionme. 4£1d/2007y
on 17July 2007. This resolution also conferred authority on Mr Fogliarfiilgyr ant i ng
him the widest powers, to carry out all the necessary and useful acts for the execution
of t he s wa pnBustdas s amdiudingfnngarticular:

i a) the negotiation and signing of t |
documentation in English in use in the financial markets and
consisting of the ISDA Master Agreement and related schedule,
including the related annexes forming an gnéé part of the
above mentioned documentation, as well as the contractual
documentation indicating the economic and commercial
conditions of the individual swap transaction referred to in the
attached proposal (Term Sheet and subsequent Confirmation),
with the right to make, where necessary, any changes and
additions that may result from changes in the provisions of the
law, as well as to agree on any other changes that may be useful
and appropriate, in compliance with the conditions set out in this
resoldion, all on the basis of the attached documentation that is
hereby approved,;
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50.

51.

b) the signing and completion of everything else that is necessary
or appropriate for the successful execution of the swap
transaction described in this resolution and in thachtd
proposal . o

"This transaction has a pos# markto-market for Deutsche
Bank which, at the time the transaction is entered into, considers
the negative mark to market of the "Interest Rate Swijpror
Trade" transaction.”

The relevant terms of the Transacts

52.

AEach party represents to the

be deemed to be repeated by each party ondzdelton which a
Transaction is entered into and at all times until termination of
such a Transaction) and, for the purposes of Section B{ggtq
represents to [DB] (which representations will be deemed to be
repeated by it at all times until the termiion of this Agreement)
that: -

€) Basic Representatiors

(i) Powers It has the power to execute this Agreement and any
other documentation relating to this Agreement to which it is a
party, to deliver this Agreement and any other documentation
relating to this Agreement that it is required by this Agreement
to deliver and to perform its obligations under this Agreement
and any obligations it has under any Credit Support Document
to which it is a party and has taken all necessary action and made
all necessary determinations and findings to authorise such

Deutsche Bank v Comune di Busto Arsiz

On 18July 2007, DB sent the final contractual documenBusta These consisted of
the ISDA Master Agreement, its Schedule and the final term sheet for the Transactions.
Thisincludes asubparagraph (b):

Before they were executed, Mr Fogliani emailed the documents to tlae Ikinistry

of Economy and Finangcas he was obliged to do under Italian law. On the same day,
Mr Fogliani then approved the signing of the documents by Executive Resolution No.
489/2007 and subsequently executed them.

The ISDA Master Agreement, as amended by the Schedule, contains a number of
representations. Section 3 (as amended) reads as follows:

ot her

(0

execution, delivery and performance; 0

(i) No Violation or Conflict. Such execution, delivery and
performance do not violate or conflict with any law applicable
to it, any provision of its constituti@h documents, any order or
judgment of any court or other agency of government applicable
to it or any of its assets or any contractual restriction binding on
or affecting it or any of its

assets;

é
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(v) Obligations Binding. Its obligations under this Agreemi

and any Credit Support Document to which it is a party constitute
its legal, valid and binding obligations, enforceable in
accordance with their respective terms (subject to applicable
bankruptcy, reorganisation, insolvency, moratorium or similar
laws affecting creditors' rights generally and subject, as to
enforceability, to equitable principles of general application
(regardless of whether enforcement is sought in a proceeding in
equity or at | aw)). é

(9) with respect toBustd only:

(1) Non-Speculaton. This Agreement and the Transactions
hereunder will be entered into for purposes of managing its
borrowings or investments and not for purposes of speculation,
pursuant to Article 3, paragraph 3, of Decree no. 389 of 1
December 2003 issued by the Tragsepartment of the
Ministry of Economy and Finance and the Ministry of Interior
and published in the Official Gazette no. 28 of 4 February 2004
(theh Dec)y péo

(4) Status. [Bustd has a specific expertise and experience in
transactions having as an atfjefinancial investments and
thereby it is a professional investor pursuant to Article 31 of the
Regulation no. 11522 of 1 July 1998, issued by CONSOB
(ARegol amento I ntermediario). é

(6) Decree (i) Each Transaction will be entered into in
conformity with hie Decree and (ii) in compliance with Article
3, paragraph 4, of the Decredustd shall gradually tend
towards ensuring that the overall nominal amount of the
transactions entered into between [DB] amiidtd will not
exceed 25% of the totality of tlierivative transactions entered
into by Bustd é

(h) with respect to each party:

(i) Non-Reliance It is acting for its own account, and it has
made its own independent decisions to enter into that
Transaction and as to whether that Transaction is apptemmit
proper for it based upon its own judgement and upon advice from
such advisers as it has deemed necessary. It is not relying on any
communication (written or oral) of the other party as investment
advice or as a recommendation to enter into thatsh@ion; it

being understood that information and explanations related to the
terms and conditions of a Transaction shall not be considered to
be investment advice or a recommendation to enter into that
Transaction. No communication (written or oral) rgeeli from

the other party shall be deemed to be an assurance or guarantee
as to the expected results of that Transaction.
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54.

55.

(i) Assessment and Understandindt is capable of assessing

the merits of and understanding (on its own behalf or through
independenprofessional advice), and understands and accepts
the terms and conditions and risks of that Transaction. It is also
capable of assuming, and assumes, the risks of that Transaction.

(ii) Status of Parties The other party is not acting as a fiduciary
foror adviser to it in respect of that

Additionally, Section 1(c) of the ISDA Master Agreement provides:

fiSingle Agreement All Transactions are entered into in

reliance on the fact that this Master Agreement and all

Confirmations form a singl agreement between the parties
(collectively referred to as this AAg
would not otherwise enter into any Tr a

The first Transaction entered into was the Mirror SWidge terms of the Mirror Swap
were contained in the flolwing documents (collectively, thidirror Swap Transaction
Documenté and, together with the Cash Flow Swap Transaction Documents, the
fiTransaction Documertys

)] The Master Agreement;
i) The Schedule; and

i) The Confirmation of t he Mirror Swap,
1984604M, dated as of 9 August 2007 (fiMérror Swap Confirmation).

The second Transaction entered into was the Cash Flow $Wvaperms of the Cash
Flow Swap were contained in the follmg documents (collectively, th@ash Flow
Swap Transaction Documen}s

)] The Master Agreement
i) The Schedule; and

i) The Confirmation of the Cash Flow Sw
1984503M, dated as of 31 July 2007 (fiash Flow Swap Confirmatio).

Thestructure and financial essentials of the deal

56.

It is common ground that the Mirr@wap wasntended to reverse othlie 2002 Swap

for Busta Under the 2002 SwaBustowas required to pay MPS a variable interest

rate against a reference amedindi rd tap pud rx
the period 2002 t81 December 2011. That variable rate was

)] If 6m Euribor fell below 5.5%: 6.21%

i) Otherwise: 6m Euribor + 458%6.
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The terms of the Mirror Swap between DB dustowere the inverse of the terms

under the 2002 Swap. Accordingly, under the Mirror SviBajstowould pay to DB a

fixed rate of 6.5% against the remainder of the same reference amount (which stood at
appo xi mately 014 mill i on i nBustoavVasablerat®on) , wh
the same terms &Bustdd s vari able rate under the 200
would still amortise at the end of 2011, and the Mirror Swap would thus come to an

end at thesame time. The various interest payments were to be made every six months
under both the 2002 Swap and the Mirror Swap.

It is fairly apparent that the 2002 Swaps onerous, especially if Euribor were to rise
above 5.5%As noted, while it was suggestedaassing that wasnotvalid, there was
no pleaded case on this there would need to have hesnceboth sides would have
had to have had the opportunity of calling evidence on thiarticular expert
evidence.

As regards the Cash Flow Swalpe structure and financial essentials of the deal were
encapsulated in ery clearnote for closing by Mr Allen, with which nsignificant
issue was taken byBusta The section which follows draws heavily on that
uncontentious note.

The Cash Flow Swap casts of two elements:
)] Principal exchange; and
1)) Interest rate swap.

DB6s final Jpulopyo2@07 owad6based on part o

borrowi ng. The wunderlying debt for DBO6s
ua55,041,118. 62, owed to various | enders
amount,Busto was paying variable interes r at es agai nst 030, 46°¢
interest rates against 024,575,647.47.

The average interest rate on the fixed rate borrowing underlying the Cash Flow Swap
was 5.34%, although the majority of this
Cassdepositi e Prestiti at a higher average fixed rate of 5.53%. However, the average
spread to Euribor on Bustods variable rat

At this time Bustobds total outstanding ir
excluded from the undiging debt of the initial proposal for the Cash Flow Swap. There

is no clear evidence as to why these loans were excluded, although some of the debt so
excluded was shedated or in small amounts. The interrse loans to Busto from the

Lombardy Regiof i n t he amount of c¢c.02.3m) were a

The Cash Flow Swap consisted of a principal exchange and an interest rate swap, the
commercial terms of which were, in essence, as follows:

) The principal amount paid by DB to Busto corresponded to the paincip
repayment which Busto was obliged to pay on the underlying indebtedness.
Busto agreed to pay DB a different principal amount which corresponded to the
rebalanced principal repayment profile that had been agreed with DB.
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66.

i)

ii)

Vi)

DB would pay Bustdi i nt e muedon thedelt stock considered (variable

& fi xed)®B would pay the accrued inter
rate borrowing Busto would swap this interest for an obligation to pay DB

variable rate interest subject to a maximum cap and axmamicollar. The
accrued interest on Bustobs fixed rate
fixed payments. DB would thupay Busto fixed amounts which started at
ua2,550,517.16 reducing over the 24 yea

Thus, DB would pay a fixechit er est rate of 5.34% agali
million portion of the underlying debt and a floating rate of Euribor plus 0.115%

against the notional G0 3 Bustbwould day a on p o
floating rate of Euribor plus 0.35% against theltatederlying notional amount
of 055 million, subject to a cap of 5

5.2% from 2016 onwards)

DB would payBustothe principal sums due on the underlying debt until 2031;
meanwhile, until the end of 201Bustowould pay sums to DB which would be
less than the sums due on the underlying debt, then from 2014 toR233a,
would pay DB sums which would be higher than the amounts due on the
underlying delt

As a result of these paymenBstowould be the net recipientf 0 11. 8 mi | |
from DB between 2007 and 2013, whilst DB would be the net recipient of the

same sum fronBustobetween 2014 and 2031, after which the total sums paid
between the partidsy way of principal exchangeould net to zerp

As with the Mirror Svap, the various payments under the Cash Flow Swap fell
due every six months.

Additionally, the final term sheet stated that the Cash Flow Swaplaad posi-t i ve m
to-market for Deutsche Bank which, at the time the transaction is entered into,
considers the negative mark to market of fitveterest Rate Swap Mirror Tradeo
transaction. 0o

Following from this

)

DB6s variabl e r at e FlpvaSwapeahEusbory 0.418% t he
were based on an initial noti onal amo
Bustdd s underlying variable rate borrowin
2027 (whenBustd® s variable rate borrowing was
Bustdds variable rate payments were base
455, 041. 118 (i . @ustdtsh eu ntdoetral ly i anngo ubnotr r cofw
variable rate or fixed rate); and

The fixedpayments to be made by DBBoistounder the Cash Flo®&wap were
approximately 012 million IBusgptoPB. t han
This reflects the fact that the fixed interest coupons paid by DB were calculated

on an initial notional amount wth was equal to the amount Bust®d s
underlying fixed rate borrowing amortising to zero by 30 June Z@8ikn

Bustds fixed rate borrowing was due to
coupons which makeupgna ddi t i onal 0§12 mitataren of
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68.

69.

70.

71.
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payable by DB tdBustoover the full term of the Cash Flow Swapd which
has been discussed in the course of.trial

The principal exchange element of the fixed payments therefaéonstro, after the
amount of the fixed payments attributalddiked interest coupons in respecBafst®d s
underlying fixed rate borrowing is removed from the fixed paymé@rits. suggestion

made by Busto that t h eastherefaveresoneousiarid2s based|

ona false premise

The economic effeatf the Cash Flow Swap is thBustoswapped the interest that it

l i o

was paying on its variable rate and fixed rate borrowing for the collared variable rate.
Meanwhile DB pays the interest@ustdd s vari able rate borrowi

interest onBustd® s f i x ed r &heelrarnsactionsovaulismgotio Busto's
debt repayments which were budgeted to be high in the period22a@7

There was however a pricBustq by contracting for a floor ratanight find itself

paying a higher interest rateath would have been applicable under the variable rate
borrowings.At the same timehie floor rate under the Cash Flow Swap was lower than

the averagerate dustdd s under |l ying fixed rate borro

underlying borrowing from Cassaepositi e Prestiti).

Busto hashusbenefitted from the fall in Euribor to the extent of the difference between

its average fixed rate and the floor rate of the Cash Flow Swpasmatters have
eventuated interest rates have fallen below the floor Tée.consequence of this is
t hat Bustods overall i nterest cThes rtets
differentials payable bBustoto DB under the Cash Flow Swap increaseinterest
rates fall below the level of the fladhusif interest rates fell to zerafdin fact from
December 2015 to date 6m Euribor has been neg&iv&pwould be paying interest
at 4.7% on notional sums of tens of millions of euros in exchéorgast 0.115%: an
interest differential of around 4.6%.

The projected cumulative differentiads the time of entry into the Transactiomere
that in respect of the principal exchangéementsBusto would benefit from the
Transactiondo the tune ofmound 0 7 .-2024 While thendéails of exactly
how different the outcome t® what was envisageate unclegrthere is no doubt that
the transaction has proved markedly less beneficial for Busto than this

It is this which underpins Busto's casattkhis is"quite clearly a transaction whose
success depended on how interest rates rose or fell in the dutura thedefore
speculative.

Subsequent events

73.

74.

On 27July 2007, MrBuono forwardedo Allen & Overysome of the documentation

required for the legal opinion. Mr Buono provided further documentation to Allen &

Overy on 3rd August 2007 .

On 9August 2007, the confirmation in respect of the Mirror Swap amasnded and

on 10August 2007, Mr Fogliani seain email providing a copy of this confirmation to

the Ministry of Economy anBinance.

rema
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On 40ctober 2007, Mr Buono sent a further email to Allen & Overy attaching further
documentation. It is clear from this email that the Bank was dealing with A&O in

relation to several transactions involving Italian local authorities at this time.

I n December 2007 and Janfnardice2 0t0O8 , DB ,& Ot Ip

contents of which are privileged.

By a resolution on BMay 2008 Bust@d s Ci t y C oduthe@nnlial aadpmpiti o v e
year budget, as well as a detailed note (required by Italian law) setting out the financial
commitments and charges in respect of derivative contracts. That note described the

purpose of the Cash Flow Swap:

AThe pur pos enevand,,to chamge thé eurreat
concentration of repayment quotas in the short term by
redistributing the disbursements over time without naturally
extending the final maturity of the debt. In this way it is possible
to generate liquidity to be used for theancing of investments

by reducing the recourse to new loans. A further purpose was to
limit the cost of interest in the event of an increase in interest

rates through the presence of a 6écapo

floor rate (collar structure).o

This note also included a comparisorBolstdd s debt repayment profi
the Cash Flow Swap, explaining that the economic effect of the Cash Flow Swap was
to reduceBustdd s pri nci pal repayments by 011.

Bustoto make higher principal payments in the same amount over the period 2014 to
2031. The note further stated that the principal exchange amounts were fixed, whereas
the interest costs would depend on the level of Euribor, and it included a projection of
theexpected cash flows f@ustoover the next 3 years based on the forward curve and

the mark to market (AMTMO) of the Transac

thereafter by the City Council.

In early 200Busto approved an Executive Resolution 2@3/200%ppointing Brady

8

n

l'talia Srl to conduct a fi nandhremlepoasnal y si
followed in April, May and July of that year. In late 2012 by Executive Resolution no

883/2012 Busto appointed Brady to carry out a firedrand contractual analysis of the
Cash Flow Swap specifically Br ady 6s report foll owi
made on 1PDecember 2012t confirmedthe initial notional value under the swap
noted above.

The parties complied with their various pagmh obligations without complaint until
2018 (and the Mirror Swap therefore came to an end in,20tet all of the payment
obligations thereunder were discharged).

ng

Although Busto started making payments to DB under the Cash Flow Swap in July

2013, it wasnot until January 2018 th&8ustobecame the net payer overall under the
Transactions, i.e. that the total payments madé@&istoto DB exceeded the total
payments previously made by DBBaosta

In early 2018ustoappointed Martingale Risk Italia SiAi(Mar t i ngal e 0)
Transactions. Martingale produced a detailed rg(jtime Martingale Report"and sent

t

o

t

0y
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itto DB onBust®d s b e h avarth 2018, al@n@ with a letter which declared that
the Transactions had been unlawful and requested a refund of the balance paid to DB.
The grounds relied on in the Marting&eportarenotthosepursued before this Court.

83.  Bustocontinued to pay the suntisat have fallen due under the Transactions up to and
including 30June 2020. However, onPecember 2020, the City Board decided by
resolution no. 366/2020 to stop making further payments pending resolution of this
dispute Bustohas failed topaytheaanu nt s of 0778, 742. 05 and
payable under the Cash Flow Swap orst3december 2020 and 30une 2021
respectively.

Legal backdrop (English Law)
Swaps in the Courts of England and Wales

84.  Although this is a case predominantly concerned Widtian Law, considerable
reference has been made by Busto to the apptakeh bythe English Courts to swaps
over the years

85.  The first case in this jurisdiction to analyse the interplay between concepts of freedom
to contract and the regulation of loeaithority financesvasHazell v Hammersmith &
Fulham[1992] 2 AC 1. In that caddr Hazell, who had been appointed by the Audit
Commission of Local Authorities of England and Wales, challenged the validity of a
series of interest rate swaps entered IytéHammersmith and Fulham local authority
in the financial years ending 198B88. The use of these products by local authorities
was not unique: the evidence was that 77 local authorities out of 450 principal local
authorities entered into about 400 swamsactions, nearly all between 1987 and 1989.

86. The case concerned whether the local authority had capacity to enter into interest rate
swap transactions and in particular whether the power to do so was conferred by section
111 of the Local Government Act 1972 which provided, insofar as was material:

(1) Without prejudice to any powers exercisable apart from this

section but subject to the provisions
authority shall have power to do any thing (whether or not

involving the expenditure, borrowing or lending of money or the

acquisiton or disposal of any property or rights) which is

calculated to facilitate, or is conducive or incidental to, the

di scharge of any of their functions. oo

87. The Divisional Court had held all of the transactions to amount to speculation on future
interest ratanovementsThe Court of Appeal allowed the appeal in part. Mr Hazell
therefore appealed to the House of Lords.

88. Inthe House of Lords, Lord Templeman explained that the interest rate swap emerged
as a financial product from about 1981. That the products involved speculation was
explained by Lord Templeman at pp.25C

Alf a | ocal aut hor iorfieybaosratrldo we d A1 0 m. i
per cent. per annum and LIBOR in 1987 was 12 per cent., the
local authority would be unlikely to contemplate a swap. But if
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in 1987 LIBOR was 10 per cent. and the local authority believed
that LIBOR would fall to eight per cent., thecld authority
might be minded to enter into a swap. In that event the local
authority would agree to pay a bank LIBOR every year and the
bank would agree to pay interest at 10 per cent. on a notional
sum of £10m. until 1991. If in 1988 LIBOR fell to eigidr cent.,

the bank would pay the local authority £200,000 being the
difference between the LIBOR of eight per cent. and the fixed
rate of 10 per cent. on £10m. The local authority must still pay
interest at 10 per cent. on the sum of £10m. actually bedamv
1986 but the gain of £200,000 from the bank would be available
to meet the interest payment. If in 1988 LIBOR instead of falling
to eight per cent. rose from 10 per cent. to 12 per cent., the local
authority would pay the bank £200,000 and would bésbound

to discharge the interest at 10 per cent. due on the sum borrowed
in 1986. The success of the swap "replacing"” the fixed rate of 10
per cent. by LIBOR would depend on LIBOR falling below 10
per cent. and on average remaining below 10 per cetit. un
1991. 0

AA swap tr ans ac tigeordall inisterestuates e s s f u |
is correctly forecast; once the forecast has been proved to be
accurate the local authority can consolidate the gain thus made

by a reverse swap. But if after any swap transaction entered into

in anticipation of a fall in iterest rates there is a rise in LIBOR

or if after any transaction anticipating a rise in interest rates there

is a fall in LIBOR the local authority will suffer a loss which will

be payable in addition to the net interest payable under the terms
oftheorg i n a l borrowing. o

fAFirstly, a swap transaction could be agreed which was not
linked to any underlying borrowing, for example it could enter
into an agrement to pay LIBOR and receive a fixed rate of 10
per cent. If the swap transaction was affected by reference to a
notional principal sum of £100m. and LIBOR fell to nine per
cent, the local authority would make a profit of £1m. If LIBOR
rose to 11 per centhe local authority would lose £1m.

Secondly a local authority that had borrowed £10m. at a fixed
rate of 10 per cent. and believed that interest rates were falling,
could enter into a swap agreement to pay LIBOR and receive 10
per cent. If LIBOR fell ® nine per cent. the local authority would
make a profit of £100,000. If LIBOR rose to 11 per cent. the local

authority would |l ose A100,000. Thi

S

f

Lord Templeman explained that a local authority might use swap transactions in three
different ways:

The measure of speculation was because the success of the transaction could only be
measured by reference to whether interest rates had moved in line with expectations.
As Lord Templeman put it at p.25H:

wa
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contracto said t o Arepl acedo t he or i f
obligation.

Thirdly, a local authority might seek to increase the proportion

which its variable interest rate obligations bore to its fixed

interest obligations. If 90 per cent. of the local authority's

borrowings were at fixed rates of interest and 10 per cent. at
variable ates, the local authority might by swap contracts agree
to pay fixed interest and receive LIBOR and thus increase the
proportion of its variable interest obligations. This process was
cal |l @d ofiioé i ng. O

In the House of Lords it was the status of #®seond and third categories of swap
transactions that was in issue, the banks arguing that, , they were within the letter of
section 111 being transactionsc al cul at ed ortfioc o @ w ic lioiv & a tteodo
Ai nci de the didchargeoby the local authoribf its admitted function of

borrowing or an alleged function of debt management.

Lord Templeman rejected the argument that the contractswerk i n t o amndns ur an
found that they were speculative:

ABut the success of swragpstofdepends on
future interest rates. The power of a local authority to choose

between longerm and shofterm borrowings and to choose

between variable and fixed interest rates, and the power of a local

authority to borrow from the P.W.L.B. on favourable teramd

to change from variable to fixed rates of interest and the power

of the local authority to replace a borrowing with another

borrowing, provide opportunity for the local authority to

consider whether the overall rate of interest paid by the local

auttority is reasonable and is protected against volatility of

interest rates. The greater the volatility of interest rates, the

greater the risk of loss to a local authority as a result of swap

transactions. Despite the urgings of counsel for the banks to the
contrary, it seems to me there are sub

Lord Ackner put the position more trenchantly still:

AThe pur pose and functi on of swap tr
facilitate, to help, or to make more easy the discharge by the local
authority of its function of borrowing. The original underlying
debt or debts continue in existence and are all unaffected by the
swap transactions. In many cases the swap transactions are
entered into long after the underlying borrowing and probably
were not even in conterfgtion when such borrowing took place.
The function and purpose of the swap transactions is to alleviate
the consequences of borrowing by the local authority purchasing
what has been conveniently called "a stream of income" or "a
cash flow" which will enale it to reduce the nett cost of its
borrowing. In the words of Mr. Sumption, appearing for
Barclays Bank, interest swap transactions are "a risk mitigating
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activity." They are designed not to meet any specific loss but to
seek to ensure that the locallawity pays as little interest on its
loans as can be achieved. In this respect they are
indistinguishable from any other transaction which involves the
hope of gain, which gain is intended to reduce a risk attendant
on an underlying transaction. Althougthe phrase "debt
management” may be a convenient one, swap transactions in fact
leave the debt wholly unmanaged. Even in the most limited form
of "hedging" the swap transaction involves the local authority
incurring the following risks. (1) That the movent of interest
rates will be contrary to what is anticipated, with the result that
the local authority will have wasted the transaction costs, that is
the money paid to its brokers for arranging the swap. (2) The
credit risk that the opposite partytothe ansacti on may def aul

The House of Lords judgment was not well received by the banking community. In the
Bank of England, Final Report of the Legal Risk Review Committee (1992), at
paragraph 23 it wassaidthat:

Al f markets in this country [United Ki
flourish and innovate as successfully as they have in the past, it
is essential that participants should be as certain as they can be
t hat what they are doing wild.l be uphel

Similarly in Westdeutsche Landesbank Girozentrale v Islington London Borough
Council[1996] AC 669Lord Goff noted that:

"l wish to record that [the House of Lords decision in Hazell]
caused grave concern among financial institutions, and
especially foreign h#s, which had entered into such
transactions with local authorities in good faith, with no idea that
a rule as technical as the ultra vires doctrine might undermine
what they saw as a perfectly legitimate commercial transattion.

Nonetheless in this andher cases such K¢einwort Benson Ltd v Lincoln City Council
[1999] 2 AC 349the decision was followeaith the result that the transactions had to
be reversed out.

The first wave of cases that followéthzell raised other grounds upon which the
authaities challenged the lawfulness of their own transactions in other cont&kts.
times these challenges weegarded as unattractive. As Peter Gibson LJ s&trétch

v West Dorset CQNov. 11, 1997):

Aéeél would di smiss t lesatisfaatipnple al . I do so
seems to me unjust that when public bodies misconstrue their

own powers to enter into commercial transactions with

unsuspecting members of the public, those bodies should be

allowed to take advantage of their own errors to escape frem th

unlawful bargains which they have made. For a local authority

to assert the illegality of its own action is an unattractive stance

for it to adopt. It is the more striking when, as in this case, the
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transaction in question is as mundane as a buildisg jead the
local authority, by taking the point against the member of the
public with whom it or its predecessor contracted, thereby robs
that member of the public of part of the consideration for
entering into the | ease. 0

However over timehe approaclof the courts in this jurisdiction has been modified.
The aiticisms of the ultra vires doctrine led to incremental legislative refososh as
the Localism Act 2011 which introducedgeheral power of competeric8raithwaite
describes it as havinundamentally shifted the central presumption in this area of
law".

In what might be called the second wave of caissses of capacity as regards local
authorities from many jurisdictionbave been raisedlhese inclde Haugesund
Kommune and another v Depfa ACS BEKL2] QB 549(in which Norwegian local
authorities haantered into swaps with a view to making profits which could be used
to improve local servicgsand a number of other cases involving Italian local
auhorities

Ultimately a line frequently comes tde drawn between speculation and hedging
though it is adistinctionwhich has been derided as elusivaesatisfactoryor even as
tending to distractThis can be seen fBtandard Chartered Bank v Ceylon Petroleum
Corpn[2011] EWHC 1785 (Comm) @sewhere a statutory corporation entered into
swaps in an attempt to protect itself against an oil priceanselater challenged the
validity of the swaps when the oilipe atually collapsed.

A key passage isit [340-347] where the expert evidence on this subject was
summarised by the trial judge Hamblen J

A 340] As SCB's derivatives expert, M s
the Joint Expert's Report:
o] . . at the extreme ends of the speci

and what is speculating. In the middle of the spectrum there is a
grey area where the same antican be hedging or speculation
depending on the context, including the party's intention. The
existence of a physical position makes it more likely that any

particular action involves hedging. 6

As further pointed out in a paper of Professor Hieronynajus
the University of lllinois in a paper exhibited to the expert report
of Mr Begnini, CPC's derivatives expert:

60This (a suggested definition of hedgi

and 'speculation’ are at least different, if not opposite. They are
not. All hedges are more or less speculative, and all speculative
positions are m@more or | ess hedged. 6
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Mr Begnini accepted that there is no single definition of hedging.
However, he identified various matters which he considered to
be indicative of hedging, and maus matters which he
considered to be indicative of speculation. Such an approach
effectively admits that there is no straigbtward dividing line,

but that at best a judgmental approach is required where various
factors are to be weighed in the baknc

The main indicators of hedging which he stressed were:

6(1) Hedging is concerned with a ri
faces.

(2) That risk may have a negative impact on the hedger.
(3) A hedge reduces the risk faced.
More specifically:

'hedging § an activity undertaken by companies attempting to
take control of their own cash flow by ironing out price spikes
and troughs in their oil acquisition or sales contracts. Its
objective is to reduce future oil price uncertainty and may be
seen as havingrssk reducing motivation.'

All this is achieved by an offsetting transaction. Hedging
involves an entity establishing a 'paper' position by purchasing
derivative instruments which offset price movements in a market
to which it is exposed (the entity'$ysical’ position). Thus, for
example, an oil importer will hedge the cost of its oil imports (its
physical position) by purchasing derivative instruments (its
paper position) which offset movements in the price of its oll
imports. As the price of its ainport costs increase, the importer
will receive payments under the derivative instruments that
offset these increases.

Mr Begnini stressed that the objective of a hedger is to remove

risk and increase certainty, rather than to make profits.
Conversely, aspeculator will trade with the objective of
achieving profits through the successful anticipation of price
movements and will take on risk in order to generate profits from
anticipating market movements. oo

102. Further discussion of this distinction can berfdun Banco Santander Totta SA v
Companhia de Carris de Ferro de Lisboa RA16] EWHC 465 (Comm) | [2016] 4
W.L.R.49at[222-235 (unappealed on this point)

103. There has also been consideration of the approach to be taken to questions of capacity
In HaugesundiikensLJ saidat [47]
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ein what sense must we interpret t h
Dicey'srule® How t he word Acapacityo is inte
purposes of the rule is, as Etherton LJ has stated in his judgment,

ultimately a matter of policy. Inmy view it is important to

remember the purpose of the rule, which is to determine which

systems of laws will be used, under English conflicts rules, to

decide whether a fAcorporationodo has th
legal right to enter into a binding coatt with a third party. If

that accurately summarises the rule's purpose, then | #hink,

t hat the concept of Acapacityo has t
Ai nternationalisto, meaning and must
narrow definition accorded by domestic EnglaW. In my view

it should be interpreted as the legal ability of a corporation to

exercise specific rights, in particular, the legal ability to enter a

valid contract with a third party. So | agree with the approach of

Tomlinson J; for the purposes of Eisgil conflicts of laws, a lack

of substantive power to conclude a contract of a particular type

(S equi val ent t o a | ack of Afcapaci
terminology. o

The Approach to Foreign Law

104.

105.

Another important background question is the approach whichuldghake to the
considerable amount of Italian Law expert evidence

| was referred t&ICC Proceeds Inc v Bishopsgate Investment Trust[RR@9] CLC

pp 417 andi24for a helpful discussion as to the approach that an English judge should
adopt when makingrdings of foreign law. IBanco Santander v Tott&ranston J
thendrew on this judgmernit the context of cases where the law in question was a
civilian as opposed to a common law system. At [237] he said

AThe court 6i s not entitled to constr
(Lazard Bros & Co v Midland Bank L{d933] AC 289 at p 298
(Lord Wright)).

(7) Even when there iIs a proved or agr
primarily the function of the expert witness to interpret its legal

effect, in order to convey to the English court the meaning and

effect which a Court of the foreign country woultriaute to it,

if it applied correctly the law of that countfd/S Tallinna

Laevauhisus v Estonian State Steamship |iféq 80 LI L Rep

99 at 108 (Scott LJ))

(8 Theifuncti on of the expert witness |
interpretation of foreign statigemust be contrasted with his

function in relation to the construction of foreign documents. In

the former case, the expert tells the court what the statute means,

explaining his opinion, if necessary, by reference to foreign rules

of construction. In théatter case, the expert merely proves the

foreign rules of construction, and the court itself, in the light of

these rules, determines the meaning of the documents
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106.

107.

(Alhamrani v Alhamranj2014] UKPC 37 at [19] (Lord Clarke)
approving Dicey, Morris & Coihs, ibid, at p $019).

(9) As to the identification of judgments and other authorities,

thecourfii s not bound to apply a foreign de
e that the decision does not accur at e
| a whiicey, Morris & Collins ibd at p 9020). In addition,

fwhere foreign decisions conflict, the court may be asked to

decide between them, even though in the foreign country the

guestion still remains to be authoritatively setled ( i biird at p 9

020).

(10) It is evident that the quafiof expert evidence before the
court varies from case to case, and the above principles have to
be applied in that light. As has been held in the context of the
construction of foreign statutes, the degree of freedom which the
English court has in puttin its own construction on the
translation of foreign statutes, arises out of, and is measured by,
its appraisal of the expert evidenée.

(13) However, as the claimant submits
view) in that case the Court of Appeal was discussing
jurisdiction (the United States) where the doctrine of precedent
exists. Where there is a precedent, there may not be much scope
in practice for opinion evidence. That is not, however, the
position in a civil law jurisdiction like Portugal. As the evide
shows, in Portugal there are conflicting decisions even at the
level of the Supreme Court of Justice and decisions where lower
courts have rejected an approach previously adopted by a higher
court. Thus, even if there is a decision directly on pohn, t
English court may need to consider what a future court would
decideo

The central question here of course is the extent to which it is open to me to diverge
from the decision ifCattolicain particular given its status as a decision of an ultimate
court of appeal in Italyin this connectionaference was madby Bustoto the judgment

of Walker, J inan earlier Italian swaps cadeexia Crediop S.p.A v Comune di Prato
[2015] EWHC 1746 (Comm) §128]:

AThe task for the Court is to evaluat
Italian law and to predict thékly decision of the highest court

in the relevant Italian system of law if this case had been litigated

there on each of the points in dispute. As explained below, these

courts are the Council of State for administrative law matters and

the CourtofCasat i on for ci vi l |l aw matterso.

In this connection lalso bear in mind the following passage froBuaranty Trust
Company of New York v Hanngy918] 2 K.B. 623, 63%39

Al't seems to me that we must consider
this decision was correc@nd must consider it as a question of
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108.

fact upon the evidence. If this were not so, evidence as to foreign
law would be useless wherever there was a decision of any
foreign judge on the point, and our Courts could only follow that
decision as a binding dwrity. This is not the position of our
Courts in such a matter. It may be that we have, strictly speaking,
the same power to consider a decision of the ultimate Court of
Appeal, but | cannot imagine that an English Court would hold
a decision of the finaCourt of Appeal in the State of New York
erroneous according to the law of that State

| conclude thait is open to me to diverge from even the highest authority, particularly
in the context of a civilian law systeiRror example ifon the evidence lam be satisfied

that an authoritghowever eminentioes not represent the lawf for example a foreign

court hasunwittingly diverged from a long established approsxia particular issue.
Howeverl must be astute to give full weigtd that judgment &fore concluding that

that is the correct course and that in future an Italian court confronted with this issue
would diverge from that high authority.

The relevant LegislativeProvisions

109.

110.

111.

112.

Thegeneral civil law capacity of Italian local pubbodies, such as Municipalities, is
derived from and reflected in Article 11 of the Italian Civil Coahjch provides:

AProvinces and the Municipalities, as
recognised as legal persons, enjoy rights according to the laws
andusesobseved as public | aw. 0

It is also confirmed by Article 1(bi s) of t he LArwkle h(bbisso 41/ 19
which provides:

AThe public administration, in adopt.i
authoritative nature, acts according to the rules of private law
unless he | aw provides otherwise. 0

Article 12(1) of the Italian Civil Codprovides

Aln the application of the | aw, It she
meaning other than the one made obvious by the proper meaning

of thewords in accordance with the conneatibetween them,

and by the intention of the | egislator

Article 119 of the Constitutioms one of the key provisions in focus on the expert
evidencelIn 2007 Article 119 provided, so far as material, as follows:

A(1l) Municipalititan itiesBndRegibnsc e s , Metrop
shall have financial autonomyn terms of revenue and
expenditure.

(2) Municipalities, Provinces, Metropolitan Cities and Regions
shall have independent financial resources. They set and apply
taxes and revenues of their own, in cdiamre with the
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Constitution and according to the principles of coordination of
State finances and of the tax system. They haygadicipation
in the tax revenues related to their respective territagies.

(4) Revenues deriving from the above mentionaarees shall
enable Municipalities, Provinces, Metropolitan Cities and
Regions to fully finance the public functions assigned to them.

(6 Municipalities, Provinces, Metropold]
have their own assets, allocated to them pursuant to ajener

principles laid down in the State law. They may resort to

indebtedness only for the purpose of financing investment

expenditures. Any State guarantee on loans taken out by them is

excluded. 0o

113. The next relevant provision i&rticle 41(1) of Law no. 448/2Wl. This was in the
following terms at the time of the Transactions:

Aln order to contain th#aecest of debt |
developments, the ME# coordinates access to the capital

markets of the provinces, municipalities, unions of

municipalities, metropolitan cities, mountain communities and

island communities é& as well as conso.l
and regions. To this end, these entities regularly send data on

their financial situation to the Ministry. The content and data

coordinaton and transmission methods are established by decree

of the MEF to be issued jointly with the Ministry of the Interior,

after consultation with the Unified Conference referred to in

article 8 of Legislative Decree no. 281 of 28 August 1997, within

thirty days from the date of entry into force of this law. The same

decree approves the rules on debt amortisation and on the use of
derivatives by the above entities. o

114. Atrticle 3(17) of Law no. 350/2003 refers to indebtedness in these:terms

AFor e n tredtto ia paragraple 16eabove, pursuant to

article 119(6) of the Constitution, the following constitute

indebtednesdlist of various items constituting indebtedness].
€éO0Operations that do not involve addit:i
to overcome, within the maximum limit established by current

State legislation, a temporary shortage of liquidity and to incur

expenses thatlready have a suitable budget cover, do not

consttute indebtedness, pursuant to the aforementioned article

1190.

115. Article 3(17) was amended, with prospective effect only from 1 January 2009, so as to
provide that indebtednesxludesi pr e mi ums r ecei ved at the ¢
contractso

2 Ministry of Economics and Finance
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116. Article 41(1) of Law no. 448/2001 made provision for a ministerial decree to be issued
setting outjnter alia, it he rul es ¢é on .tRblesweredugysebdut der i v
in Ministerial Decree 389/2003 his wadn force in 2007and it is common grourtthat
it applied toderivative contractentered intdy Municipalities, such aBusta

117. Article 3(2) of the Decreeset out a list of permitted derivatives, as follows:

~

Afln addition to the transactions refer
article and article 2of this decree, the following derivative
transactions are also allowed:

a) interest rate swap between two parties taking the commitment
to regularly exchange interest flows connected to major financial
market parameters according to the procedures, tiraimd
conditions stated in the contract;

b) purchase of a forward rate agreement in which two parties
agree on the interest rate that the buyer agrees to pay on a capital
at a future date;

c) purchase of an interest rate cap in which the buysotected
from increases in the interest rate payable above the set level,

d) purchaseof an interest rate collar in which the buyer is
guaranteed an interest rate to be paid, fluctuating within-a pre
determined minimum and maximum;

e) other derivative paucts containing combinations of the
above that enable the transition from a fixed rate to floating rate
and vice versa when a predefined threshold has been reached or
after an established period of time;

f) other derivative products aimed at restructuriedpt, only if

they do not have a maturity subsequent to that of the underlying

liabilities. These transactions are allowed when the flows

received by the interested bodies are equal to those paid in the

underlying liabilities and do not involve, at theng of their

conclusion, an increasing profile of the present values of single

payment flows, with the exception of a discount or premium to

be paid at the conclusion of the transactions, not exceeding 1%

of the notional of the underlying I iab

118. On 2Zd June 2007 the Ministry of Economics and Finance (Treasury Department)
published the following circular ("the MEF Circular")

"Circular of 22 June 2007, published in the Official Gazette of 2
July 2007 no. 144 .

1) ¢

Following the legislative amendmentthat occurred on
derivative instruments and on the definition of indebtedness, and
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also in light of the evolution of | oca
derivatives market, there is the need to clarify some

interpretative aspects regarding the use of delegs of

payment di sciplined by Article 206 of
Consolidated Act (TUEL) Legislative Decree of 18 August

2000, no. 267.

It seems appropriate to remind that the explanatory Circular of
the MEF Decree 389/2003 already included a gdner
consideration such that no derivative is classifiable as a liability.

Therefore, derivatives are identified, according to the rules
menti oned above, as Adebt management
indebtednesso.

2) Article 3, paragraph 17, Law of 24 DecemB603, n .350,
amended by Article 1, paragraph 739, Law of 27 December
2006, no. 296 Definition of indebtedness

Article 119, sixth paragraph, of the Constitution indicates that

AMunicipalities, Provinces, metropol i
[ €] . Ma yto imdebsedness only to fund investment
expenses. [ é] O0. I n the i mplementation

principle, the 2004 Financial Law (Law 350/2003) gave a precise
and detailed definition of the concept of indebtedness, indicating
the types of transactis to be considered as such in reference to
the abovementioned constitutional | awe

In conclusion, the definition of swap as mere instrument of debt
Amanagement o6 is further confirmed by
instruments are not mentioned in any of ti®wementioned

provisions of law; therefore, in light of the above, derivative

instruments do not qualify as indebtedness transactions.”

119. | should note here the point made by Mr Downes for Busto that unlike the earlier
provisions in this section thiastdocument is not a piece of legislation, but rather a
circular, not adopted by a ministandnot binding on regions and municipalities

The Cattolicadecision

120. There is one Italian case which is of huge importance in the context of this case. It is
the Cattolicadecision.lt has formed a central plank of the arguments as to capacity. It
is also highly relevant tohree specific substantive aredwhich Busto say goto
capacity and Deutsche Bank sayf they existi d o not constitute |
capacity:

)] The question of whethéhe mark to markt and probabilistic scenarios were
requiredto be providedy DB to Busto

i) The questiorof whether there is a dividbetween hedging and speculation
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121.

122.

123.

124.

125.

126.

127.

ii)

The question of whether treeis a requirement that the City Council approves
such transactions

A detailed account of the case is therefore vital.

In 2003 and 2004, the Italian Municipality of Cattoli@asmalltown andcomune in
the Province of Rimini, Italy purported to enter three interest rate swap transactions
with Banca Nazionale Del Lavorogs. A ( iBNL 0 ) . By their term

to run

until 2016, 2023 and 2024 respectively. The swaps were gougyreian

law. They were not ISDA Mastérgreement swaps.

The first two swapstiie second swapeing aramendment othefirst)

frontclausee under which the Municipality of
of the first swap and 6 D@0 in respect of the second swap. The third swap (like the
two swaps in issue in the present case) did not involve any upfront payment by BNL to
the Municipality.None stated MTMgprobabilistic scenarios or refedto underlying

loans.

Cat

t oCity Coantilspassed a resolutialated27 March 2003 that established a

figuideline appointing the competent bodies to verify the possibility of improving the

Mu n

icipalityds I|liability management, i

second redation of the City Boardiated14 May 2003 and relevant officers (in respect

of the

first swap), and executive decisions in respect of the others. There was no

decision by the City Council approving the terms of the swaps themselves.

First Instance: Cas@&lo. 5244/2009: The Court of Bologna

The Municipality of Cattolica commenced proceedings before the Court of Bologna
seeking a decision that the three swap transactions were null and seeking an order for
the return of payments made pursuant to the three (void) transactions. The claim was
made based orinter alia, Article 119(6) of the Italian Constitution, and Article 42(2)(i)

of the Consolidated Code of Local Bodies.

The claim of the Municipality was dismissed at first instance by the Court of Bologna.
In summary (and to the extent reden to the present dispute), the Court found that the
three swap contracts could not be considered as forms of indebtednébsthe
consequence that Article 119 of the Italian Constitution and Article 42(2)(i) of the
Consolidated Code of Local Bodiesneenot breached.

On Appeal to Court of Appeal of Bologna: Case No. 734/2014

The Municipality of Cattolica appealed. Thevengrounds of appeal relied upon by
the Municipality are set out at paragraphs 2.1 to 2.7 of the judgment of the Court of
Appeal d Bologna.In summary they were:

i)
i)

ii)

The up frontclause transformed the "pure” swap into a mixed cause contract;

The guideline passeoly the City Councildid not have the requisite content
under Article 42(2)(i) and Article 192 of the Consolidated Codd atal
Bodies

The contracts did not contain any indication of the underlying "swapped" loans;

conwumi ned A

Ce

necl
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iv) Swaps were permissible only in respect of simultaneous and nekigtag
loans

V) The contracts did not comply with the provisions of Ministerial Decree No 389;
Vi) The Municipality was not a qualified investor;

vi)  The consequence of the Municipality not being a qualified investor was that the
contractswerevoid i nce there was no mention of
right of withdrawal

128. The Court of Appeal allowechte Muni ci pal i tyds appeal
Appeal of Bologna foundnter alia that:

)] There had been a breach of Article 492j2of the Consolidated Code of Local
Bodies because the swap transactions could only lawfully be entered into by the
Municipality if they were approved by a decision of the City Council. Since
there had been no such decision, the swaps werg void

i) There had been a breach of Article 119(6) of the Italian Constitution because
there was actual or potential indebtednessratiten the three swap transactions
and the Municipality had not resorted to this indebtedness for the purpose of
financing investment expendityre

i) There had been a breach of Article 1346 of the Italian Civil Code because none
of the three swap contraatsntained a specific reference to the underlying loans
in respect of which the swap contracts were executed.

129. In reaching its conclusions on Article 119(6) of the Italian Constitution and Article
42(2)(i) of the Consolidated Code of Local Bodies, the CouAppeal of Bologna:

)] Upheld the claim by the Municipality that, because of their aleatory nature, all
three swaps constituted a form of actual or potential indebtedness for the
authority

i) Added that none of the three swaps contained a determindtibieio value
when executed (the 6mark to mar ket 6),
of t he | ower ancssentiat elemdnietHer@of and thus €onstituting
its required typical purpose/function [causa tipica] (rational and thus
measurable egree of uncertainty [alea] which must necessarily be made
explicit, regardless of ;its hedging or

i) Observed that the fact that the law provision expressly categorising the upfront
as indebtedness (Law No. 133 of 2008) came intatedfiter the swap contracts
in issue were entered did not mean that the upfront payments could not in any
event be interpreted as indebtedness.

130. BNL sought to appeal the judgment of the Court of Appeal of Bologna. In 2020 the
Joint Civil Divisions of the talian Supreme Court delivered a landmark judgment
di smi ssing BNLOGs appeal

The Supreme Court
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131. On 239 October 2018, the First Civil Division of the ltalia€Court of
Cassatiofsupreme Couito which I refer as the Supreme Counlde an Interlocutory
Orderr ef erring BNLO6s appeal to the First Pr
the Joint Divisions of the Supreme Court for determination.

132. Having summarised the issues raised by the apimeaFirst Civil Division stated the
following at paragraph2.of the Interlocutory Order:

AThi s Court beli eves t hat t he i SSues
importanceé : apart from being of great relevance from a
practical point of view, due to the concrete effects that the
adopted solutions will have in the context of thigation on
derivatives between local bodies and financial intermediaries (a
litigation that often involves very large sums of money), they
relate to matters on which the Court of Auditors, in both its
jurisdictional and administrative articulation, aheé Council of
State, have given conflicting responses. Therefore, the relevance
of these issues arises from a scenario of serious uncertainty as it
results from the decisions of the various judicial bodies that have
dealt with them in auditing, accounginliability and self
protection matters. This Court is obviously aware that in the case
before it there are subjective rights involved, which were absent
in the cases brought before the Court of Auditors and the Council
of State; nonetheles$ thinks that there is a need to avoid in the
future conflicting judgments by the first section of Bgpreme
Courton a fundamental topic for the interest of the local bodies
and the banking and financial intermediariesm which the
signalled disagreements havesaldy had an impact

133. It follows that the decision i@attolica in the Supreme Court is a decision of that court
sitting in joint divisions] accept that one reason for that unusual course was a desire to
resolve uncertaintyl. accept that other Italian courts would give it particular weight;
and | do likewise.

134. At paragraph 4.1 of the Supreme Cmertds
grounds of appeal raised two questions

fithat were closely connected and crucial for assessing the
validity of swap contracts entered into in general by
Municipalities:a) the question of whether the assumption of the
obligation by the local entity esting into the contract, involving

the named derivative, could be categorised as indebtedness
intended to finance nemvestment expenditures; and b) the

question of determining the body required to authorise such a
transaction (which, in this case, wagukated by the city council

by means of mere figuidelineso). o

135. It then went on at paragraph 4@notethat the issues referreere:

Na) Awhet her the swap, particularly t
upfronti and not governed (based on when it became eff@ctive
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136.
137.

by Italian Law No. 133 of 2008, which converted Italian Decree

Law No. 112 of 2008/ constitutes, for the local entity, a

transaction that results in indebtedness to finance- non

investment expenditures pursuant to Article 30, paragraph 15 of

ItalianLawNo. 289 of 20020; and b) dAwhether
the related contract falls within the authority reserved for the

City Council, since it entails an expenditure decision that affects

budgets for subsequent financial years, pursuant to Article 42,

paragrah 2, | etter i) of the T.U.E.L.O.O

The decision however ranges much wider than these two narrow issues.

The substantive part of the Supreme Court Judgment (under the heading Reasons for
the Decision) consists of 10 sectiorifeseprovide in summary as flolws:

)

Vi)

vii)

viii)

Section 1 sets out the five grounds of appeal against the Court of Appeal
judgment relied upon by the bgnk

Section 2 sets out the grouneppeal t he
That has no relevance to the issues in this action

Section Jefers to the Interlocutory Order and the issues raised by it

Section 4 <cont ai topc ofadarivativeda, | yvsii tsh oaf ptahret
focus on the interest rate swap (IRS). The section of the judgment also describes
certain market concepts, masgnificantly mark to market

Section 5 of the judgment considers the function/purpose of g swap

Section 6 of t h ¢he yaliditygfrthe nontracudl dnstrerseste s
thatcontaine t he swap

Section 7 of the judgment beginst Af t er ceshaeys peelimmary
clarifications, we can proceed with examining the issue (which is the basis of

the questions posed by the division that referred the matter to these Joint
Divisions) relating to the execution of derivatives, swaps and IRSs by public

eni ties in gener al a n d Sdctmrc 7aof thegudgmiertt i e s |
then goes on to address the constitutional and statutory framework that governs

the entry into derivative contracts by ltalian local authorities, explaining how

that statutoryfamework has changed over time

Section 8 of the judgment begins by statirigthe Court notes that the
aforementioned changes in the law, while turbulent and not always linear, make

it possible to conclude that, even during the period that Articlef4he 2002

Budget Law was in effect and, thus, until 2008 (the year the legislature imposed
more stringent | imits on entitiesdo abi
power of local entities had clear limitatioh)s

What is being addressedacSei on 9 of the Supreme Cou
controversial between the parties and is a specific topic of expert evidence. It
begins as follows (at paragraph 9):
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AHowever, that does not fully solve t
attention of these Joirdivisions, since we mugt within the

ambit of the path theoretically admissibile@letermine whether

other limits exist on the lawfulness of those contractual types for

the Public Administrationo

X) Section 10 of the judgment addresses the two remaininmdsaf appeal. This
section of the judgment is introduced by the court stating (at paragraph 10):

AHowever, that does not fully solve ¢ttt
attention of these Joint Divisions, because of the remaining

grounds (1 and 2) of the appeahich involve the problem of

the indebtedness of public entities and the authority to decide in

relation to the sameo.

138. These latter three sections are highly controversial and are dealt with separately below.

Section 8

139. At paragraph 8.limmediately following its statement that the contractual power of

| ocal entities had clear | 1Above altto ben s , t!
permissible, the derivative had to fieancially cost effectiyesince entering into
speculative derivatigwas prohibited . In the same paragraph

cites the decision of the Italian Constitutional CourtDacision No. 52/201 as
clarifying that the prohibition on entering speculative contracts can be attributed, in the
first instance, to pagraphs 4 and 6 of Article 119 of the Constitution which,
respectively, impose the constraint of financial balance and require that indebtedness
be for the purposes of investment.

140. At paragraph 8.2 of the judgment (having just stated that to be permiasiBrivative
had to be financially cost effective), the Supreme Court states this:

ADerivative contracts, because they ar
be entered into by the Public Administration, because their
aleatory nature is highly inconsistent kvithe rules relating to
public finance and they introduce variables that are not
compatible with the fixed nature of expenditure commitments.
Therefore, we must conclude that the law provisions examined
above, which contemplated those possibilities, aallpwed
what, normally, would be prohibited, with the result that those
provisions were, above all, exceptional and had to be narrowly
interpreted, having made the derivatives concluded by the public
administration as contracts expressly provided for bydtv, as
opposed to the unnamed ones entered into by private parties
(despite they belong to the same, very broad getus).

141. At paragraph 8.3, the Supreme Court states:
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142.

143.

144.

145.

AHence, in |Iight of the | egal and axio
above, we can arrivat a first conclusion, namely: Recognition

of t he A d micapacisy ttar aondluden desivative

contracts, based on the law in effect until 2013 (when Italian Law

No. 147 of 2013 precluded that possibility) and the distinction

between hedging and speative derivatives, based on the

criterion of the different degree of risk of each of them, meant

that only in the first could a local entity be said to heapacity

to enter into theno

Section 9

Section 9 starts as noted above with the indicationsidetion 8 does not solve the
problem before the Joint Divisidetesnnand i n
whether other limits exist on the lawfulness of those contractual types for the Public
administratioro .

Paragraphs 9.1 to 9.6 then talkout:
)] The object of the contract and the validity of the agreement;

1)) Agreement as to the object not being limited to the MTM criterionalsd
having toinclude the probabilistic scenarios and the need to address uncertainty
and costs

i) The link betweenwch factors and the financial risk management function
At paragraph 9.7 the court indicates that

AThus, an anal ysitbgcasebasidusingead on a cas
practical approach, seems to be appropriate. This approach led

the court below tacknowledge the sanctioning consequences

with regard to those contracts, since a) in none of the examined

contracts was there a determination of the value of the contracts

when they were executed (fAmark to marKk
meritorious case law f t he | ower courts has hel d
element thereof and thus its required typical function/purpose

[causa] (rational and thus measurable degree of uncertainty

[alea]) which must necessarily be made explicit, regardless of its

hedging or speculatve unct i ono; and b) the potent
inherent in every swap contract is tangibly and actually

manifested in the upfront clause, which was in fact present in

two of the three contracts at issue in

The section ends as follows (at paragra@®): 9.

ABased on that analysis, grounds nos.
and thus must be dismissed, and we must confirm the rule of law
as follows:
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In regard to derivative contracts entered into halian

Municipalities based on the laws in effect until 20when

Italian Law No. 147 of 2013 precluded any further use of them)

and the distinction between hedging and speculative derivatives,

based on the criterion of the different degree of risk of each of

them, although local entities could enter into themfer with

qualified financial intermediaries, local entities could usefully

and effectively do so only if the contractual object [oggetto]

could be precisely measured/determined, including the mark to

mar ket criterion, probabicloisstsibc scenar
This is to reduce to a minimum and make the entity aware of all

of the aleatory aspects of the contract, since they are highly

inconsistent with the rules relating to public finance and they

introduce variables that are not compatible with thed nature

of expenditure commitments shown in th

Section 10

146.

147.

148.

149.

Section 10 of the judgment addresses the two remaining grounds of appeal. This section
of the judgment is introduced by the court stating (at paragraph 10):

AHowever, that does not fully solve ¢t
attention of these Joint Divisionbecause of the remaining

grounds (1 and 2) of the appeal, which involve the problem of

the indebtedness of public entities and the authority to decide in

relation to the sameo.

The first issue addressed in Section 10 (at paragraphs 1AQ.1.4) is tle concept of
i nde bt evdmustsake a(asition on the concept of indebtedness and the concept
of the upfrond )Specifically:

)] Paragraph 10.1.3 notes th&tAmount s received as an
indebtedness for purposes of public accounting law Arttle 119 of the
Italian Constitutiori;

i) Paragraph 10.1.4 makes clear that a swap without an upfraptentail
indebtedness. Whether this is the case or not will depend on an examination of
t he tr ansactAswap transactian mudt loelexaaeul(asi a whole
because its effect may e&psentially amo

Paragraphs 10.2 and 10.3 make clear that where the swap contract provides for an
upfront payment to the | oc aAmouatsredeivedast vy, t
an upfron constitute indebtedness for purposes of public accounting law and Article

119 of the Italian Constitutian) .

Paragraph 10.2 of the judgment then addresses the municipal body that is required to
authorise the use of swaps. It says this:
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Al n r ehg eundipat body that is required to authorise the
use of IRSs, prevailing legal scholars and case law have, rightly,
held that the City Council has this au

150. Paragraph 10.3 of the judgment refers to Article 42(2)(i) of the Consolidated Code of

Loc a | Bodies, which provides the | egal bas
certain matters:

AMor e generally, bot h t he case of d
Municipalities and the case of their financing by including an

upfront clause must be examinel, in both cases, it involves

(or does not) a form of indebtedness and, thus, a matter for the

authority of the city council. Since, as is wietiown, Article 42,

paragraph 2, l etter ) of the T.U.E.L
council 6s a sdlelytrhe follpwirg fuhdanmedta

actionseéeé expenditures t hat affect bu
financial years, excluding expenditures relating to leases of real

estate and ongoing supply of goods and

151. Atparagraphs 10.4 and 1Ql4he Supreme Cousets out the policy considerations that

152.

support the City Council being required to authorise swap contracts such as those in
issue inCattolica (andBustowill say the present case):

R10.4 In support of the city council 0:¢
substantive terms of those forms of financing, there is also the
need to ensure the involvement of the minority members, who
are responsible for exercising supervision over the financial
transaction. The possibility that the derivative contracts
involved in this dispute, although they were concluded by a
Municipality with the purpose of renegotiating previous loans on
more favourable terms, entail expenses for the administration
entering into them, and those expenses impact financial years
after the year thecontract was executed, is not a remote
possibility, but is inherent to the aleatory nature of the
transaction.

10.4.1 The city council must evaluate the esfé¢ctiveness of

transactions that may constrain the use of future resources and

make clear that he | oc al entitydéds transaction
rules of public accounting that govern the carrying out of the

responsibilities of entities that use public resources. Therefore,

if a Municipality wishes to enter into a debt restructuring

transaction, it mst identify its main characteristics and the

means to implement it and then use a tender proceeding to

choose the best offer in relation not only to the goal it seeks to

achieve but also the methods it wants to use, since the public

administration must cdarm its actions to principles of
affordability and economic cost effect

Paragraph 10.6 of the judgment then states the rule:
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AWe must therefore rule that i f t he
Municipality affects t he tot al amou
indebtediess, the financial transactionust, upon penalty of

voidness, be authorised by the City Council, keeping in mind that

a debt restructuring must be ascertained based on the transaction

as a whole, also includingg because of the principle of

transparencyf public accounting the hidden costs that affect

the terms of the swap contract

153. At paragraph 10.7 of the judgment, the Su
grounds of appeal:

AAs a result, the appealed judgment c
fully upheld the Municipalityds ar gume
and, particularly (but nobnly) the contract that included an

initial upfront clause constituted, because of its aleatory nature,

a form of current or potential indebtedness for the public entity

154. Before passing from this outline of the decision | should deal with one submission
which was made for Busto; that is that in order for DB to succeed it would need to
"persuade the Court to disregard or apply strained corrective construction to the
following paragraphs in the judgments: 9.7, 9.8, 10.1.2, 10.1.3, 10.1.4, 10.2, 10.3, 10.4,
10.4.1, 10.5, 10.6, 10.7 and 10.8."

155. As will appear below | do not accept that submissiodo not consider that the
Cattolicajudgmentstands or falls in one piecas this submission suggestss not a
guestion of whether the Italian Courts would tluis court doesollow it or refuse to
follow it. It is a complex judgment covering (as this precis should have demonstrated)
a number of topicswWhile it avowedly takes in some matters of general principle it is
at the end of the dag decision in @&pecific case, whose facts are not the facts of this
case Different passages of the judgment have to be considered discretely in relation to
different issues which arise in this caae | will do below

The Trial

156. The case has been heard over three Cawiat€ourt weekson a hybrid basis. Cross
examination of the experts, who were based in Italy, took place remOigigg tothe
need for social distancing the entirety of the legahteaere not able to be present in
court. Crossexamination thereformok placen part fromCourt and in part remotely,
depending on each teambs preferred appr oc:

party.

157. Each party called two experts in Italian lawone to deal with administrative law
aspects and one to dedth civil law aspects. The experts were as follows.

)] For the Claimants:

a) On civil law, ProfessorAndrea Perronea Full Professor of Corporate
Law and FinanciaRegulation at Universit&attolica del Sacro Cuore
(UCSC), Milan, Italy ad formerly Full Professor of Corporate Law and
Comparative Private Law at UCSC, Piacenza, Italy (Z2QX0),
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Associate Professor of Banking Law at the State University of Ferrara,
Italy (20012004), and Assstant Professor of Private Law at UCSC,
Milan, Italy (19992001)

b) On administrative LawProfessorLuisa Torchia a Full Professor of
Administrative Law at the University of Study of Rome "RomaTre",
Rome, ltaly since 2004. Previously, she held the postiof Full
Professor of Administrative Law at the University of Urbino,
Department of Political Science (192004), Assistant Professor of
Public Law at the University of Urbino, Department of Economics
(19941997), Assistant Professor of Comparative Aaistrative Law at
the University of Reggio Calabria, Law School (1988®1), and
Researcher in the Institute for regional studies at the National Council of
Research (1983994)

1)) For the Defendants:

a) On administrative LawProfessordella CananeaaFull Professor at the
Bocconi University (Milan)who has also taught at the University of
Urbino (19982 0 0 4) and the AFederico 1106 L
2010) Between 19972002, he was appointedy Minister of the
Treasuryast he Tr eas ur y disthelgeverrang boardgitber t wi |
Cassa Depositi e Prestiti (CDP), a governmental agency providing
financial assistance to local authorities. In the years 2018, on
appointment by Parliamehe wasa member of the governing board of
the Court of Auditorsin April 2021, he wasappointed by the Ministry
of the Economy and Finance and the Ministry of Justice as President of
the Interministerial Committee for the reform of the Italian fiscal
justice

b) On civil law, ProfessorAlibrandi. ProfessorAlibrandi has since 2010
been Professor of Banking Law and Financial Markets Law at the
Universita Cattolica del Sacro Cuore, Milan, whefee also teachs
Civil law. She holds theame position dt/niveristy of Piacenza, where
shewas alsothe Director of the Law [@partment. In 20135hewas
appointedVice-Rector ofthe Universita Cattolica del Sacro Qwoin
Milan.

158. All of the experts were plainly highly experienced and expert lang@rgy their best
to assist the Coudnd | have been much assisted by their enadd am also grateful
to them for giving their evidence largely in English, with only very limited assistance
from the translatgran approach which | have found extremely helpiiogvitably |
have to take a deci si on farswhdreol hawehdonebole x per
explain below the basis for so doing.

159. In terms of general impression

) ProfessorPerronewas a clear calm witneslde was accepted bBustoto be a
reliable witnessn relation to matters of Italian civil lgw
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i) Professor Alibradi was a careful expert who readily conceded points against
Busto when she considered it appropriate to dofsoexample in her evidence
on Article 1338 where she was careful to make clear that she agreed with
Professor Perrone that Article 1338 aintsr@balancing the asymmetry of
information between the parties in a situation where one knows or should have
known the law better than the other, because of its professional or institutional
status

i) Professor Torchia was a clegr good humouredand lively witness Her
exposition ofher opinions on the law bore the hallmarks of the experienced
teacher She explained with convictioand particularitythe reasons for the
issues which she had raised with @attolicadecision She wasscrupulous
so far asBustowas concerned, overscrupuloust to step outside her own
expertise.l do not accept the submission tHtofessorTorchia was being
deliberately obstructive in so doinjo my observation her approach had a good
deal of acadaic rigour about it (for example when she said| don'"t Kknao
anything about loans and contracts. | just know what the public rules are on
this. So you can make me assume all kind of contracts, but it's an assumption
that | d o n). Therauwa @dlgofcansistentigled evidentcaution not
to be drawn into areas where she did not understand matters well (such as
mathematics). As | made cleardalosing,| do not think that it is unreasonable
for an expert academic lawyer to be uncomfortable dgatitth propositions
founded in mentadrithmeticor the mechanics of financial transactiohsvhich
she had no prior notice

V) Professordella Cananeavas mostly equallyclear and lively though his good
humour wore somewhat thin as the lengthgssexamination progressetiie
was initially careful to try to answer the question and not to go outside that
answeruntil he had done s@s thecrossexaminatiorproceededowever,he
had a slight tendency to stray both outside the ambit of the questit the
ambit of his expert repart

V) So far as the expert witnesses of Administrative law were concerned therefore
there was an interesting clash of evidence betviwergenerallyimpressive
witnesses. Given the clarity amidgency of both experts it wgsarticularly
striking that they disagreed about almost every question referred to them.

160. As for the factual withnessghls Villa (for the Bank) and Mrs Marino (fdustg were
both honest and reliable witnesses, and the contrary was not suggested in cross
examination.

161. It was also common ground that Mr Danusso was an honest witness, alBwatgh
urges me to treat his evidence with more caution, given his close involvement in
fighting this case for the Bank, a longstanding and important client.

162. The most caotentious witness was in fact not in the end a witness aiallarczynski
Att he PTR there was a | ively passage of a
Busto contending thats should besubstantiallystruck out as being expert evidence
under tle cover of a factual statement. My own views on the statement were somewhat
between those of each party, and | indicated passages which needed either to be
removed or recast &actual evidence, as well as passages which | was persuaded were
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163.

164.

165.

166.

permissible. Bt on Day 2 of the tridDB indicatedthatMr Tarczynski was nabeing
called to give evidencand his statement was removed from the trial bundle

Bustoasks me to draw negative inferences from the absence daiMzynskirelying

on the principles set ouin Prest v Petrodel Resources L{A013] UKSC 34 (at
paragraph 44and in my own judgments iAM Capital Partners Ltd v Marin¢g2018]
EWHC 1768 (Commiat paragraph 112); aiMagdeev v Tsvetkg2020] EWHC &7
(Comm) (at paragraph 154)n both of those it would be fair to say that | have
deprecated the tendencyradlexively ask the Court to draw adverse inferences

This subject has most recently bemhdressed ifRoyal Mail Group v Efob[2021]
UKSC33[2021]1 WLR 3863 In that case Lord Leggattdicatedat [41]that this area
should notbe overformalistic, hinting a step away from théur-stageanalysis in
Wisniewski v Central Manchester HealthtAarity [1998] PIQR 324

"The question whether an adverse inference may be drawn from
the absence of a witness is sometimes treated as a matter
governed by legal criteria, for which the decision of the Court of
Appeal in Wisniewski v Central Manchester HieaAuthority
[1998] PIQR P324 is often cited as authority. Without intending
to disparage the sensible statements made in that case, | think
there is a risk of making overly legal and technical what really is
or ought to be just a matter of ordinary raatity. So far as
possible, tribunals should be free to draw, or to decline to draw,
inferences from the facts of the case before them using their
common sense without the need to consult law books when
doing so. Whether any positive significance shoulcteched

to the fact that a person has not given evidence depends entirely
on the context and particular circumstances. Relevant
considerations will naturally include such matters as whether the
witness was available to give evidence, what relevant esden

it is reasonable to expect that the witness would have been able
to give, what other relevant evidence there was bearing on the
point(s) on which the witness could potentially have given
relevant evidence, and the significance of those points in the
cortext of the case as a whole. All these matters arerekated

and how these and any other relevant considerations should be
assessed cannot be encapsulated in a set of legdl rules.

Hereit was submitted that if | formed one view of the circumstances in wyich
Tarczynskidid not ultimately give evidence.€i that he was willing to givevidence

but was 'pulled’) | should draw adverse inferencesrelation to the areas where his
eviderce was relied uparin other wordd should inferthat the Bank was reluctant for

Mr Tarczynski to be crossxamined on (i) the documents that the Bank relies on to
establish its change of position defence; and (ii) the way in which the swap had been
strudured.

Interestingly although at the PTRMr Tarczynskis evidence was said to go to the
change of position defence only, ultimatédusto wished to draw the inference
primarily as to other largely unpleaded matters
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167.

168.

169.

In the end this point effectively goeswherel cannot say that | found the explanation
for Mr Tarczynski'slate absencéo be completely pellucidthoughthere was some
explanation which was comprehensilfim balancénad | had to form a view on this |
would have formed the view that evidenof unwillingness was present, and so the
premise upon which the inference was to rest was not established.

Butin any eventhe occasion for deciding whether to draw an adverse inference does
not arise So far as concerns the change of position defiengé be seen that | do not

need any adverse inference to reach a conclusion. So far as unpleaded matters are
concerned it cannot be right that the court should draw an adverse infieresle¢ion

to these

The keenly fought issue abaut Tarczynskiis therefore a storm in a teacup.

The Issues

170.

171.

The following summary of the issussbased on thagiven by DB in openingndwas
not controversial

The principal issues which arise for determination at trial are as follows:

)] Given that Italian locapublic bodies have general civil law capacity, what are
the consequences of this for their capacity to enter into contracts under Italian
law?

i) Did the Transactions comply with the requirements of Article 3 of the Decree?

i) Was Bust ods e netderiyativie cohtractsisuth as theesTsahsaaticang
subject to any of the following alleged requirements as a matter of Italian law:

a) That the Transactions be fér h e d g iathey thani s pecul at i on
(Cattolica Section 8)

b) That a statement of the initial MTMi p obabi | i standlor scenai
A hi dd e noftlredmrisactions be included in the written contracts
or in Bustods resol ut iGCattolicaSegianovi ng
9); and/or

C) That the Transactions be approved by the City Cour@dttflica
Sectin 10.

iv) Are any such requirements properly characterised as a matter of English private
i nternational |l aw as | imits on Bustoobs
properly to be characterised as a matter of English law and, as a result of this, to
what extent (if at all) is Italian law of any relevance?

V) To the extent that any such requirements are of any relevance to the validity of
the Transactions, were they compligih?

Vi) If any requirement for City Council approval is properly characterised as an
issue of authority (rather than capacity), and this requirement was not complied
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with, did Mr Fogliani have ostensible authority to enter into the Transactions
and/or were the Transactions ratified by the City Co@ncll

vii)  If the Transactions are void:
a) Whats t he proper | aw of ?Bustobds cl ai

b) |l f Bustods claim for restitution is
a limitation defence and/or a change of position defence?

viii)  In relation to the alternative claims under Article 1338 of the Italiaii Code:
a) Is this claim governed by Italian law?

b) If so, is Busto liable to DB under Article 1338 (or vice versa) and, if so,
in what amount?

Part 2: The Determinative Issues

172. Although the arguments as to speculation enghgefirst controversial section of
Cattolicait is analytically easier to commence witte section 9 issues which engage
with the question of general civil law capacity.

Capacity absent Cattolica

173. The position on capacity abseédattolicawas not the focusf much debate. Fdusto
it is Cattolicawhich isthe key However it is right, before moving onto whé&attolica
says on this subjedb consider what the position would be absent that decision.

174. The starting pointputtingCattolicato one sideis that it is common ground thadtalian
local authorities have general civil law capacity.

175. The next stage is a consideration of what Article 119 me&Agsin it is not
controversial that this involvesfairly ordinary process of statutory interpretatids.
might be expected thétalian Law experts agreed that wordingas of primary
importance in the absence of ambiguity.

176. Derivative contracts are neiplicitly prohibited by this provision; but nor are they
explicitly permitted. One then looks to the wordiii@pe wording of Article 119night

fairly be described agpermissive iis h a | | have financi al aut
independent financial resources shallenabl e Muni cipalities &
public funct i on sThenmay iregon eodindabtednesshoalynfér the

purpose of financing. investment expenditu

177. This wording seems enough to discount one possible argument, namelstitiatiA9
on its true construction means that derivative contaetsiot permitted at all, because
the Article does not explicitly allow them. This is equivalent to the way that the House
of Lords approached the Local Government Act 197Riazell Tha conclusion is
supported by the fact that Article 41 of the Budget La®G8f2 doegxplicitly mention
fiderivative transactiors f or the first t ifparbl nc t henat
coordination framework menti on@eAdBustm Ar ti
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178.

179.

180.

181.

182.

183.

acknowledged in opening, Article 41 is therefore implicit support for the proposition
that Article 119 does in some way countenance derivative transactions.

Further the reason Mr Fogliani sent the email mentioned at parad@ahd74 above

was thatArticle 1, paragraph 737 of Law 296/2006, required ginaposed derivative
contracts be transmitted to the Ministry of Economy and Finance prior to the execution
of the contrats. That is only consistent with derivative contracts\ggermissiblé at

least to some exter@n any analysis therefore we are notawellterritory.

The only two sukparagraphs of Article 119 upon whiBlustorelies in its pleaded case

as imposindimits on the capacity of Italian local public bodies to enter into derivative
contracts are Article 119(4) and Article 119(@)hat is said isthati Ar t i cl e 119 |
imposes a requirement of financial balance, and Article 119(6) imposes a requirement
thatany i ndebtedness be solely for the purp

| note here that in terms of the structure of the argumeriinti@tions relied upon
appear clearly to refer just to those provisions and the reasoning @athaica
judgmentt hence the centrality of that case to

| should also note that as regards the lattdrsectionBusto abandoned its original
pleaded case that the transactions involved indebtedness which was not used for
investmen{contrary to Article 119(9) By paragraph 5 of its Amended Defence Busto
said the following:

AThe s p axorlaledtonnatareof the Transactionas
set—eu{—in—the—'FF&nsaetmn—Deeumen%s—was—sueh—that the

funding—of-investmentand/or the fact that the terms of the

Transaction Documents do not include any mark to market,
probabilistic scenarios or details of hidden cos&ans that the
Transactions did not complyith the limits and constraints on

t he Def endaretxid ad ae aatiélicacas® t h e
[strike-out andunderlining represents amendment]

Likewise,at paragraph 38 of its Amended Defence:

it i s the Defendantdés case that t he -

119 of the Italian Constitudh en-the-basis-that-they-entail an
actual or potential resort to indebtedness that is not undertaken
as—a-means—of-funding-nvestmeand/or the Italian rules of

public finance that are referred to by the Italian Supreme Court
at paragraph 8.1 of its jadhent in theCattolicacase é 0

In otherwords,Busto did originally plead a casleat there was a breach on the basis

that the Transactions involved indebtedness that was not undertaken as a means of
funding investmentsbut explicitly deleted that to place emphasis instead on the
Cattolicacase.That deletion was never withdrawn and no case on Article 1 ¥&$6
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184.

185.

186.

187.

188.

189.

190.

amendedack in.It was therefore not open to Busto to advance a (@dker than by
reference taCattolica) based on that part of Article 119 trial Article 119(4) was

never specifically invokedn closing perhaps most focus was put on(thgleaded)

Article 119(2)whichis declaratory of local authorities independent financial resources
and theirroletéi s et and apply taxes and revenues
Constitution and according to the principles of coordination of State financesand t
tax s.ystemo

But in any event Article 119 was not helpful to Bugte.already noted, neithef these
provisions(nor Article 119(2)xefers to derivative contracts, nor do they set out any of
the limits on capacity whicBustohas pleadedBust® sase therefore requires words
to be read into these provisioi$ie real means by which this is done is, if at all, via
Cattolica

Professor della Cananea accepted in eexsgnination that Article 119 did not itself
impose any limits or prohibition on thuse of derivatives by Italian local public bodies
andsaidthai such a rul e may not be | aiHbalsbown
accepted thaArticle 119(6) is directed at ensuring that Italian local public bodies fund
current expenditure fronhéir revenues and that they do not borrow money except for
investmentsa n d  indelatddness i n  Ar t is cohcerned With Hodv)ltalian
local public bodies fund expenditure.

There therefore appears to be nothing invwloeding of Article 119 which wuld put
any limits on the use of derivatives.

Professor dell€ananeauggestethatthis appearance wasaptive. He argueth his
repors and in oral evidencthatbroadening the view out to take in Article 11962
someof the authorities suggesteddifferent readingandthat Italian law therefore
recognised limits on the use of derivativeséfgrenceo Article 119.However,| was
not persuaded that this reading of these authoritiesovasct,and Busto did not adopt
the argument with any enthusiasm in closing

The first case to whiclProfessordella Cananeaeferred wasConstitutional Court
Decision no. 52/2010 a decisbn which is also relied on in the context of speculation
He considered that it held thhmnits on use of derivatives do exist and find their
constitutional justification in Article 119(6)

That case was concerned(as Professor della Cananeaaccepted) with the
constitutionality of Article 62 of Law no. 112/2008hat isa provisionwhich, after the
date of the Transactions, introduced a temporary ban on Italian local public bodies
entering into derivatives.did not find the attempt to rely on this autitypiconvincing

It did not saythat there were already legal limits on the autonomy of Italian local public
bodies to enter into derivatives under the lawswsaein placebefore Article 6Zame

into force.In Cattolicaitself at [7.2] the Court made clear that the judgment was one
which dealt withArticle 62 While the Court at [8.1¢lid seeDecision no.52/201@s

one which said that the Article 62 prohibition had its root&ricle 119(4) and (6) it

did notgo furthe. It did not say that it was reflective of any limitation in Article 119(4)
or (6).

| agree with the submission théae fact that it was thought necessary to introduce the
new laws at allogically suggests that the Constitution did not already impasérthits

by
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that Busto now suggestdad the prior law not permitteterivatives either there would
have been no need for this law, or it would have been couched in different language, as
a codification or confirmation of a status quo.

191. Further of course thimw has been subsequently amended. At prekerg is a more
nuanced prohibition in forc&Vhile Article 119thereforeoffers theconceptual basis
(or asProfessordella Cananeputit it h e ¢ o njsstificatiand) fordimitations
which havebeen introducedhose limitations are lines drawn as at those points in time
That is entirely consistent with what the court saib@tision no.52/2016at [15]:

Aln this respect, it must be noted that the final paragraph of article
119 Constitution plaes a financial equilibrium restriction
consisting in allowing the local authorities to recourse to
indebtedness only to finance investment expenditure.

This Court has already clarified that the notions of
"indebtedness” and "investment" cannot be detexchim an
absolutely unequivocal way a priori (decision no. 425 of 2004).

Therefore, it is up to the State, with a clearly not unreasonable
statement, to define, in relation to the various contexts that may
arise, the meaning of the expressions in question

192. The second case wB®cision no. 70/2012ZI'hatcase (not referenced @attolica) was
concerned with whether provisions of a 2011 regional budgefvdneh relied on an
expected surplus for a prior year to provide coverage in a later gaaplied wih
Article 81(4) of the Constitutiant wasnot concerned at all with the ability of Italian
local public bodies to enter into derivative contratisofar as it was relied upon to
indicate a generalcepticism towardsontracts with aleatory features thlzd not really
advance the argument.

193. ProfessordellaCananealso contended thahe limitshe saw in Article 112ould be
found by a combination of Article 119 with Article 81 of the Constitution and/or EU
principles.However this was not a pleaded case and was not -@xasiineduponby
Busta It can therefore be ignoredurther Professodella Canangas own evi denc
not seem to provide much assistance to Busto, accepting that Article 81(4) would be
complied withif the law authorising the expenditure gave sufficient indication of how
it was to be paid for, and that Article 81(4) does not impose any limits on the types of
expenditure that can be incurrdtdwas therefore hard to discern how these provisions
could lead @ the limits for which Busto contends.

194. Both of these argumentdtimately appeared to be attempts to find a way around the
wording of thelegislationwhich did not otherwise assist Busihile | would not
entirely accepProfeBdrdeiaCananed si cd pmrso aocfh , It d
me thathis approaclinerehad a tendency to embrace some fastyended arguments
if they might be seen to support his case.

195. Accordingly,l conclude that Article 119 does mudr seprohibit Italian local authorities
from entering into dpeculiativeanbtuiy e contracts of
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196. Similar questions were raised in the pleading and opening by reference to the concept
oft he Tr an s aaeatono Althougheparticglarlyiin the context of an Italian
public authorty, it is tempting to find a resonance in this concept, in the end Mr Downes
effectively agreed that the was no real difference between the argument that the
contracts were speculative, and tAgument that they were aleatory. Given the
derivation of the word, that makes obvious sense.

197. So far as indatedness did remain relevant against the background of the deletion of the
pleaded casethe obvious source for considering thisAgicle 3(17) of Law no.
350/2003which defines indebtedness. One pdmtnote here was that it was quite
striking thatProfessordella Cananedid not cite this source at all in his repartand
also that his evidence w#sat there was no definition

198. Dealing firstwith the question of whether it is a definition, | have no difficulty in
concluding that it is. It looks like a definitiofpboth itself, and when looked at in
partnership with Article 3(18hich deals with investmentdj reads like a definitian
What s more there is authority which confirms that that is what iEastitutional
CourtCases 425/2004 and 52/20b@ke this clear. The former for example says h e
very definitions which the State legislature has provided in the contested provisions
(Articl e 3(17), (18) and ( 1.9dheredofe relec Rretdbo . 350
della Cananea'’s evidence in this regard.

199. The definition in Article 3(17¢ommences witkransactions which are specifically said
to be indebtedness (taking out loans, issuimgds etc) It then goes on to say:

AOperations that do not involve additi
to overcome, within the maximum limit established by current

State legislation, a temporary shortage of liquidity and to incur

expenses that already havesaitable budget cover, do not

constitute indebtedness, pursuant to the aforementioned article

1190.

200. On the face of jtthis description is apt to covewaps whichrestructure borrowing by
adjusting the repayment profild.is notalbe thatt h e d e f iindebtednessm ionf A
Article 3(17) was amended, with prospective effect ginbm 1 January 2009, so as to
includeipr emi ums recei ved aitv et hceo.richar femgbtassdi o n
the outlawing of the premium implicitly confirms that"aanilla" swap with no
premiumwould not be classified as indebtedness under Article 119(6).

201. Further confirmation of this analysisf needed is found inthecircularby the Italian
Ministry of Economics and Finanaated 22d June 200&vhich states in terms that
fé derivatives are identified, according
management instruments and not as indebte

202. It is fair to say that Bustdid not really grapple with this provisid@rticle 3(17)) |
considetthat itis significant and that to the extent that a case on indebtedness could be

3C a e satribdtedfamous bon mot on crossingetRubiconi i a ¢ t a ie most ofteh teskated &st h e
dieis casb. (The passage iBuetonius, De vita Caesarum, lib I, xxaid less famously Plutarckioralia

206.7; Caes. 32; Pomp. @6Baws on an earlier phrase from Menangegment 65)The common trasiation
glosses th fact that alea is a word which can cover the game of dice or any game of. chance
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said to survive (contrary to what | have said abavis)effectively concluded, against
Busto, by this provision.

203. The resultis that approaching the question simply as a masti&totoryinterpretation
there is nothing in Article 119vhich appears to give rise to any limitation in the
capacity of ltakn local authorities to enter into derivativeiansactions. Absent
Cattolica the conclusion would be straightforward:

)] The Transact indebhtednesse aendnathefy f el | out si
Article 119(6)

i) Article 119(6)is not a limit on capacity

204. DB essentially submitted that this was the end of the point, indgesiation is the
primary source of law, and Itaég a civil law system is not precedentiadlo not accept
that submission. The analysis of the legislation forms the backdrop smahgsis of
Cattolica It has weightHowever,as | have already made cleldlp consider that some
considerable weight has to be given to the decsi@tourt comprising joint divisions
of the ltalian Supreme Couwthich so sat apparently in order @ssistin resolving
uncertainty It might be the case that in some circumstariceffers a less than safe
guide to what an Italian Court hearing the issues in this case would do, or what it would
do in another case raising the same isdBietprima face, asProfessoiPerrone agreed
one would expect it to be given considerable, or even particular weighéaltan
Courts.

205. It is therefore necessary to move iftattolicaand see what it says abdbe Article
119 issues.

Capacity and Section 9 of Cattolica

206. Oneissue to whiclCattolicais central is the question of whether Section Gaitolica
is concerned with the capacity of Italian local public bodies to enter into derivative
contracts or, as DB sayis concerned wit the requirements of a valid contract under
Article 1325 Article 1343 Article 1346 and Article 1418.2 of the Italian Civil Code
that it must have a determined or determinable objeggetd) and a valid/lawful
"causd and the disclosure requirementi&it exist under Italian civil lawlt was this
debate which underpinned the differing approaches of the parties to expert evidence,
with DB putting this question in the hands of RrsgorPerrone and Busto in the hands
of Prokessordella Cananea.

207. Bustds position- by reference to the wordingHo we v er , that does no
problem brought to the attention of these Joint Divisions, since weimughin the
ambit of the path theoretically admissilbleletermine whether other limits exist on the
| awful ness of those contract-isahbtSecyop®s f or
of Cattolicais at least in significant pacbncerned with the capacity of local authorities
to enter derivatives contracts. This is quite clear at [74] ofeBsofdella Cananea
first report where he says that he hag hesitation"in saying this. He says that there
is a caesura between the civil law aspects and those dealing with administrative law and
public finance.
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208.

209.

210.

Specifically, he says thaBSection9 of thejudgment imposes further limits on the
contractual power of a local authority beyond the requirement that the derivative be
financially cost effective/nogpeculative set out in Section 8 of the judgmBuisto

sees the Supr eme Cuocluding @asagrapn%d dyesteddowargs t o a
grounds 3, 4 and 5 of BNLO6s grounds of ap
the perspective of the rules of public finandéus,ProfessordellaCananeaays one

sees the threads of this analysis laeeéng brought together by the Supreme Court in
paragraph 9.8 of the judgment where grounds 3, 4 and 5 are dismissed.

In closing Mr Downes emphasised the need to focus on paragraph Oaitalica

which he submitted was not really susceptible of being asayoing to civil law issues

rather than capacityand the support whichis found fBust®d s appr oach i n tl
Massima Ufficialdofficial maxim] that was published by the Italian Supreme Court in

order to explain the decision @attolica

He enphasised that the importing of concepts from public law into private law (and
vice versa is not unheard of in this jurisdiction. For example Biraganza v BP
Shipping Ltd[2015] UKSC 12 (a case concerning the limits on the exercise of a
contractual discretion), the law of contract can be seen to be borrowing from public
law, e.g. in relation to a requirement that the discretion not be exercised in a way that
is Wednesburyinreasonable. He also contended that the approach of DB rendered it
necessary to read down or reject large parts of the rest Gathaicadecision.

Discussion

211.

212.

213.

214,

| conclude by a clear margin that this section is not concerned with capacity and that
despit the clarity and force with whicBustd s ar gument s were pr ¢
arguments are to be preferred.

The starting point is that Section 9 of tbattolicadecision is not concerned with either
of the issues specifically referred to the court. Thosstipns were, as noted above

A a) Awhet her the swap, particularly t
upfront & . constitutes, for the local entity, a transaction that

results in indebtedness to finance fiovestment expenditures

pursuant to Article 30, paragraph @bltalian Law No. 289 of

20020; and b) Awhether the execution o
within the authority reserved for the City Council, since it entails

an expenditure decision that affects budgets for subsequent

financial years, pursuant to Acte 42, paragraph 2, letter i) of

the T.U.E.L.O.O

It is cleari indeed it is common ground between Professor Perrone and Professor della
Cananea that in theCattolicacase the Supreme Cotiitc onsi der abl y expe
perimeter of the appeal brought bedor t h ©&ma éherefore has to have careful regard

to what exactly the Court was deciding and upon what it was effectively commenting.

It is therefore important to track through what the Court is doing at particular places in
the judgment. It is clear th#te capacity limits which thBupreme Courtonsidered to

apply to the execution of derivative contracts by local public bodies specifically are
directly addressed in sections 7 and 8. Each section starts with a wording which makes
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215.

216.

217.

218.

219.

this very clear. Sectio 7 starts with this introductiomi € we can procee

examining the issue é relating to the exe
entities in general and local entities in particulat Secti on 8 ¢t arets b
contractualpoweno f | ocal enti ti es Thhaadt ctlheedmst ||eiandist

conclusiom on speculationwhich | address belaw

One therefore needs to have clear focus both on the start of section 9 and how it
proceeds. Section 9 starts with the followingadtrictionni However , t hat doe
solve the pr obl einwithin,the ambit ofgehe path theouesically
admissiblé determine whether other limits exist on the lawfulness of those contractual
types, for t he Praebelwascconsidenablereviderice dirdctedototioe
guestion of what was meant Byo t h e r aslwellms to theowordingt he ambi t
the path theor.etically admissibleo

As a matter of simple languagé ot h e r atl leashisuggests that something
gualtatively different is being considerédthough it gives no hint as to what those
different limits are. While there was a difference of opinion on this, Ritifessordella
Cananea saying th& literal and systemic reading of 9 shows that the coustilisin

the realm of capacity. They have not moved to other issues, and that is confirmed by
paragraph 9.8 , fouhd the evidence of PredsorPerrone on this to be more robust.

In particular:

)] Professor Perroneds evi denseaionafptee ar ed
judgment overall, as well as microscopically

1)) His analysisin his report was clearly reasoned;

i) In contrast Professordella Canandas evi dence appeared to
seize on a small passage without regard for the surrouradidthen (see above
as regards the statutory interpretation argumeioisseize on other matters
whose relation to the argument were not clear to support it.

And indeed,in crossexaminationProfessordella Cananeacceptedhat "They are

making a point thatveen within hedging derivatives there are certain requisites which

must be respectedin otherwords,he recognised that this section deals with the civil

law requirements as they apply to swaps. That conclusion sits perfectly within the
framework of a logical reading of the bridge between paragraphs 8.3 and 9: paragraph

8.3 terminates with a conclusiob® ut ¢ aophaie thet fiygst cisé could a local

entity be said to have capacity to enterintothem; t hat t hen | eads i
the start of section 9 which identifies the need to determine wliether h e r existi mi t s 0
T that itself stronglysuggests the limits being considered are qualitatively different to

the issue of capacity.

The next assistance, which dovetails with these points, is given by the next paragraph

of the decision, paragraph 9.1. That state:her e i s st i | | no solwu
problems relating to the definiteness (or determinability) of the object [@jg¥étthe

c o nt rThicteérmiriology seems to be a clear indicator that what is being considered

is a question of validity under the general civil law. This is because there is, pursuant

to Articles 1325, 1346 and Article 1418 of the Civil Code a requerg for a
determined or dagedad ni a sehudisikgiordle yaédiytof aqyn
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220.

221.

222.

223.

224,

225.

226.

contract under lItalian law, regardless of whether the contracting parties are public or
private bodies. The reference tmggettd is not casual or passinthere are further
references in paragraph 9.2 and in paragraph 9.8.

The question then becomes whether the provisional indication that the Court is
considering general civil law issues in this passage is one which makes sense, both in
terms of what is sd, and in terms of such an issue being one of relevance to a contract

of this sort and issues such as the ones arising in this case. That is because if a reference
to civil law validity questions were nonsensical in either context that would obviously
indicate that that was not what the Court was doing at this point.

A reading of the judgment, and a consideration of the expert eviderdes quite
clear that such an approach is not nonsensical at all.

As for the reading of the judgmeittmakes perfectense in the context of a civil law

issue. As a matter of Italian civil law, a contract has to have a ¢afmgsa pnd an

object ( dggettd .)One can readily see that questions might arise as regards swaps
contracts viewed through this lens. How onertegithe object of the contract will have

a knockon effect on the other components of the analysis and the result. What the
judgment on its face is doing here is to consider these points, concluding that the object

of a derivative contracti8t he déguee er t amdrhatya cdnteatt wih | 0
not ful fil the <civil | aw o0ggetptecselyr equi r
determined by t he parties.

Furthermore in circumstances where the derivative contract€aiholica were
governed by lItaliataw, it is only natural that Italian civil law requirements for a valid
contract woulde consideredh that case.

All of this is the more so given the juridical backdrogC@ttolica In 2013 the Court

of Appeal of Milan in decision n8 4 5 9 / 2GDriin3eselvide ) , a case invo
derivative contract entered into by a small private firm, considered the question of civil

law requirements in that specific context. It did not raise any issue of capacity. In so

doing it considered an acadi article by an Italian contract law scholar, Professor

Maffeis, which focussed on the requirements for derivative contracts to be valid under

Il talian contract | aw. Professor Maf feis
entered into by Italian lo¢@ublic bodiesThe Gommeservicdecision wagublished

in late September 20X3hence afteCattolicaat first instance.

However, after the decision Bommeservicethe civil law requirements of a valid
derivative contract were heavily debated amortgéth legal scholars and in the case

law, as explained bfrof. Perrone. The reasons for the controveveyebecause it had

been widely accepted bpalian legal commentators and case law that derivative
contracts are not properly to be characterisebleasy analogous to wage which is

the starting point of what is knownast he r ati onal bet theoryo

TheGommeservicdecision was then referred to in passing in the decision of the Court
of Appeal of Bologna in its decision @attolica

A We al B wmotebthhat norfe of the contracts include the
determination of their current value at thme of stipulation (the
"mark to market"), which careful, consolidated ckse on the
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227.

228.

229.

230.

231.

232.

merits (seeGommeservidgconsiders to be an essential element
thereof andwhich forms part of its standard cause (a rational
reasoning and which can therefore be measured), which must be
speci fied, €0

The passage is brief but plainly deals with cause/cdusad hence civil law
requirements. It was not stated to be related ynveay to the issues of administrative
law that were considered elsewhere in the judgment.

It was common ground that at paragraph 9.7 ofGha#olica decision the court is
reflecting the approach of the Court of Appeal of Bologn@attolica

One can thafore trace the arguments of civil law through in the background to
Cattolicain the Supreme Court; and given the debate which | have noted it would make
perfect sense for the Supreme Court to deal with that issue.

The conclusion that they did so seemmtorelatively clear; not simply because of the
explicit reference to oggetto and the juridical pedigree of that reference but in particular
becausd’rofessorMaffeis' analysis is manifest. If one compares the relevant passage
in his article to the relevasection in theCattolicajudgment, one finds this:

Cattolica paragraph 9.1 Maffeis p 5

the validity of the agreement must | [T]he conditions under which hé

examined in the presence of a contt
[...] that sets forth (or does nothe
measure of the degree of uncertainty
[alea], calculated using recognised an
objectively acceptable criteria

derivative contract is, in my opinio
lawful, are mainly represented by t
agreement between the intermediary
the investor onthe measure of the
degree of uncertainty [alea], calculateg
using recognised and objectively
acceptable criteria

[T]he law authorises onlthis type of bet
based on the presumptiarf the social
utility of rational bets, understood as &
evolved type othe bets of mere ability

[T]he rationale for the legal authorisati
of this type of betis the recognition by
thelaw, of the social utility of rational
betsas a type of the ancient gemfethe
bets of mere ability

In other words, the Supreme Court reproduceprdissections of an article which is
avowedly (and probably to its main audienegy recognisably) daling with issues of
civil law validity - albeit in the specific context of derivative contracts.

There are also, as DB noted in clositglling echoes of the earlier section of the
judgment which itself picked up the wording as to social utility, aed #dded to it a
passage referencing Article paragraptb of Law no 58/1998 (the Consolidated Law
on Financeor TUF) which considers the function/purpose [causa] of a swap.
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233. Further when looking at this section of the judgment it is very noticeabl8¢ctibn 9
oftheCattolicad eci si on does not c«apacttda) nwhiheh waop ge

in section 8. 't al so remestad @aelendal | y t
ratherthan making specific reference to contracts entered into Matian public
bodies.

234. There was nothing in the expert evidence which impacted on this analysis. The thrust
of Professordella Canangas a r gvasnie contend that somehow there was a
subtext or continuing theme of public finance which was transformatidoalever,|
did not find that argument compelling. WhiRrofessorPerrone did accept that this
section is grounded in rules of public finanbe was quite clear that what was being
consideredverecivil law issues; so civil lavissues but in the context of a public law
situation. WhileProfessordella Cananeattempted to maintain that paragraphs 8.3 and
9.8 indicated that the section wasbabcapacity he did (as noted above) accept that
general requirements were considered, and later in his evidence he suggested that

"In 9 they explained why they need to consider further limits. In
the paragraphs which you have just mentioned, and liytotal
agree with you, 9.1 until 9.6 or 9.7 they return to the general
analysis concerning all parties and then they go back to public
authorities in 9.8.

éthe court is é at the same time is us
a more general one concerning all mgtiand a more specific
one concerning local authorities. And that is made ewdént

235. However,there was no real attempt to explain how these two strands synthesised
together. It is no answer to suggést Busto didpy reference t@raganzathat in this
jurisdiction in a particular context there has been a cross fertilisation of Bfeganza
concernea different jurisdiction, and a specific context where it is easy to see why the
test from another area of law has something to contribute. The facththavas
suggested as a possibility by Foxton J in argument at the stage of settling the expert
disciplines can add nothing at the close offihlesentase; what is lacking is any real
case as to how this cross fertilisation is said to wotkéncontat of Cattolica

236. This brings one to paragraph 9.8 which Mr Dowsiglsmitted hawo be read in a closely
textual way and in isolation

Al't' s always wusef ul for the starting
words mean in isolation? If they have the meaning foickv

you contend in isolation you don't need to look elsewhere in the

document. And if they don't have the meaning that they have it

said in isolation, then one has to look for compelling reasons

el sewhere in the document. € in isol
that. And the rest of the document doesn't help because the rest

of the document is consistent with either reading. So we are left

on English usage clearly in favour of
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237. Skilfully as this argument was madmth in crossexamination ad submissions, it did
not persuade me. The bottom line is that both parties struggle paréigraph9.8
perfectly into their ar g u madustnents Btoa ht hpear
drafting to reflect more perfectly what they said was the right reading. Mr Downes in
his crossexamination ofProfessorPerrone wanted to make some fairly significant
changes to the punctuatid?rofessoiPerrone for his part said that he thouitje actual
drafting did not make sense (at least in the English translation from which we were all
working). The respective approaches can be seen below:

238. MrDowne® r ewor ki ng of t hparagrapht4dapovewentlikeor i gi n
this:

A 9 .0 8Based on that analysi§, we must confirm the rule of
law as follows:

In regard to derivative contracts entered into by Italian
Municipalities based Qi) the laws in dict until 2013 (when
Italian Law No. 147 of 2013 precluded any further use of them)
and (ii) the distinction between hedging and speculative
derivatives, based on the criterion of the different degree of risk
of each of thert

Although locakentities could enter into the former with qualified

financial intermediaries, local entities could usefully and

effectively do so only if the contractual object [oggetto] could be

precisely measured/determined, including the mark to market

criterion,probb i | i sti ¢ scenari oés. @and the dhidd

239. ProfessoPerroneds reworking was this:

A9 . 08Based on that analysi s, éwe must c
law as follows:

In regard to derivative contracts entered into by Italian
Municipalities based on the laws in effect until 2q{®hen
Italian Law No. 147 of 2013 precluded any further use of them)
and the distinction between hedging and speculative derivatives,
based orthe criterion of the different degree of risk of each of
them, although local entities could enter into the former with
gualified financial intermediaries, local entities could usefully
and effectively do so only if the contractual object [oggetto]
could- should be precisely measured/determined, including the
mar k to mar ket criterion, probabilisti
coséso.

240. Ultimately, | felt thatProfessoiP e r r 0 n e 6 appearpdita be marelconsistent with
the textand with the structuref the judgment

241. SecondhyBustd s approach seemed to pl acdie afsaerd t o«
o n (bhe second b a s e,dh the larger section of texiyhich it was said can only be
read as reflecting a conclusion drawn by the Court from the two gesrthaare then
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sought to be broken out from the paragraplhave no difficulty in accepting the
submission that they can at least equally well be said to be reiterating why the Supreme
Court had concluded, in section 8 of the judgment, that Italiaah pablic bodies could

only enter into hedging (and not speculative) derivative contracts.

242. The result however is that | do not accerg
the words is the true literal reading.

243. Nor did this approach pay due respect to the careful structure Gattaicajudgment
or the evidence dProfessordella CananeaAs to the former | have already noted the
apparent scheme of the judgménod break the text into themes. It instinctivegems
illegitimate to read a single paragraph rounding off a prior section in isolation. That
instinctive approach is (predictably) reflected in Italian law whiclPraessoPerrone
said, requires the text of judicial decisions to be read as a whibla aantext. Further
even within this sectiqmparagrapi9.8is drafted as referable to the prior passages of
that section, because 9.8 startsthfultas ed on t Thereforeame hdsyos i s O
expect to see within 9.8 something which bears relatiorhti is discussed in 99.7;
onBustd s case 9.8 does not take anything fr
be treated as surplusagéhat is inherently unlikely in a considered judgment of the
joint divisions of theSupreme Court.

244. In realitythe exercise of construction works far better and more cohesively $eee
paragraphs 9.1 and 9.7 as setting out the premise for paragraph 9.8; this reflects the first
ABas etdh aotn a n. dheyuweithen follows from the wordsa |l t hough | oc
autha i t i e s ; anditasla duke bich relates to civil law requirements

245. There would also be an anomaly in 9.8iistowere right; that is that the basis of
consideration of such matters as MTM and probabilistic scenarios has no context in the
cases on apacity; it would simply make no sense to interpolate them if the
consideration was one of capacity. It would, in effect, be adding apples into a bowl of
oranges.

246. As toProfessordella Canandas e v, hedegpiicttlyeaccepted in crogxamination
that:

)] Paragraphs 9.1 to 9.6 are dealing with questions of validity as regards
derivatives;

i) Nowhere in 9.1 t0 9.7 is it suggested that this analysis is limited by specific rules
relevant to public administration

i) That reasoning is also relevant to private bodies;
V) Paragrapi®.8doesnot mention capacity.

247. One other point with which | should deal is the submission that the last sentence of
paragraph 9.8 makes no sense if DB is rihait sentence is:

AThi s ucestoanonimure ahd make the entity aware of all
of the aleatory aspects of the contract, since they are highly
inconsistent with the rules relating to public finance and they
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248.

249.

250.

251.

252.

253.

introduce variables that are not compatible with the fixed nature
ofexpenditue commi t ments shown in the financ

ProfessorPerrone acceptetiatthis sentencevas problematic on his readinge also
suggestedhat it was an odd sentence if one accepts that the Court is saying that such
contracts can only be enteredanf they are hedgingHowever even accepting that
problem | cannot see that as sufficientttlh the argument back. The answer on what
this section is doing seems cle@he analysis is founded in the structure and the part
of the paragraph which purge to be laying down the rule. To reach an opposite
conclusion based on this would be the tail wagging the dog.

Further it might well be saihs ProfessorPerrone effectively diddhat this is a not
entirely happily expressed combination of an explanaifdhe reason fathefact that
on top of the capacity limits there are also civil law lirmitggxd how those limits interact
with the capacity rules.

As for themassima uf€iale | cannot accept (and it was not really put so high) that this
could stand against the weight of this analysis. Tassimais itself somewhat
ambiguous, with its heading referring to the requirements or elements for a contract and
the summary referencinghe object/ogetto. Further these summaries have no
precedential value, arferofessorP e r r cleaeeddence that their use (gery/quite)
controversial was not challenged

Ultimately,l conclude thaBust@ s I nt er pr et at Caitolicadecisionect i or
as being concerned with capacity does not sit well with the wording of the judgment,
or with the juridical derivation of that section. It depends upon reading the section as
being somewhat jumbled (interpolating general requirements which goengwh
against a background where one can see from the summary of the judgment given
above, some considerable trouble has been gone to by the court to set out a clear
structure with each section dealing with a distinct point or issue. Fuitheralso
inconsistent with the general principles of Italian law relating to the capacity of Italian
public bodies which have general civil law capaagyen that one would expect any

limit on the capacity to be carefullgientified bythe Supreme Courand discusskin

the context of that general civil law capacity

The postCattolica cases

To the extent that it is necessary to dg slo also conclude that further support for this
analysis can be found in the decisions of lower courts since the decisiorbofiteme
Courtin Cattolica

It was submitted foBustothat the only cases that are of any real assistance to the court
are cases involving swap transactions entered into by Italian local authorities. But this
is arguing from the assumption thadstois correct. To test the part@spproaches it

must be rigpt to look more broadly. It would naturally be of great interest if (as is agreed
not to be the case) there was a local authority case where swaps were not upheld on the
ground of capacity, citinggaragraph 9.8 of Cattolica But it is also of interest, an
logically of relevancgf that passage of the judgment has been considered to be relevant
outside the world of local authority transactions.
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254. Nor do | consider that, in the context of the very specific issues in this case, one can
take anything of noterém the fact that there is no pd@sattolica case involving an
Italian local authority in which the swap transactions have actually been upheld.

255. Professor Perrone identified eight decisions in which section 9 Gfettelicadecision
has been applied amgined that the court in each of them treated the issue as going to
the general civil law requirements for a valid contrathe causa and oggetto aspects
- and not as raising any issue of capacity of local public bodNes.all of these were
the subjet of detailed evidence, but it is worth dealing briefly with the ones which were
discussed in depth.

256. The decision of the Tribunal of Pavia dated 16 September 2020 is now not particularly
controversial. It concerned derivative contracts between the Province of Pavia and
Intesa SanPaolo. The court in that case referrédtton e o ngoi ng debat e
lega | circles and in the courts €& about wh
c o nt rltaalsd referred to th&ommeserviceecision. The court then specifically
relied on theCattolicadecision as a reason for adopting the approa@ommeservice
in relation to the civil law requirements for a valid contract. The Court does not mention
any limits on the publ i Busthacdceptdtsatticeacquad ci t vy
declares the invalidity of the swap on the basis of principles of Italian colawac

257. Although there is reference paragraph9.8 of Cattolicait seemed to me on following
the evidence, and again on reverting to the decisions after the close of tlieatdbe
flavour of the case is very much one concerned with the civil lguinrementsthat it
approachedparagraph9.8 in line with my conclusions aboviein other words as
expressing a conclusion on civil law requirements (albeit in the particular context) and
that its conclusion flows from its consideration of the civil lasuess. Professordella
Cananeahimself accepted in his evidence that the decisionsdedh civil law
requirements for a valid contract.

258. The other authority to which much reference was made was the decision of the Court
of Appeal of L 6odbgthucausaaandwobgetto nd to ehé eontracts being
void under Article 1418(2) of the Civil Cod€here isat the same timeeference to the
|l ocal authoriawidmsg snatteuds ,t hen Sthprterhe Cour t
to market, probabilistic scenarios and hidden costs be provided, the Court of Appeal
observed thaf[t] hese parameters have to be complied with all the more when a swap
is entered into by a local authy, which under the regulations as recalled above, until
2013 could enter into Interest Rate Swap contracts, providing they were hedging and
never speculative derivatives, t hus with
But that wordingi a | | rt ehgeas PrnaéssorPerrone noteda giveaway that what
is being considered is something not confined to local authorities; hendbetisil
law question of validity.

259. A similar approach can be seen in decision no. 24/2021 of the Court of Appeal of
Ancona. That was a case involving a private company, but the Court referred to the
Cattolicadecision and stated (pgt]):

ANor can it be argued that the signitf
limited to the public administration sector when it deals with
derivatves. All commentators argued for the general scope of
many of the statements contained in the aforementioned
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decision, which, moreover, already qualifies as such on a first
reading. 0

260. Professordella Cananea saw the decisions in these cases very muchhthieuprism
of his own reading ofCattolica, with considerable focus oparagraph9.8 of that
decision However his reasoning was at times hard to follow, since at the same time he
did accept as on the wording of those decisions he hadthat the rasoning dealt
with the civil law requirements for a contract. It was also not chMwy, if he were
correct as to his approach@attolica the Ancona court (dealing with a dispute with a
private company) should consider the decisiorCattolica He accpted that this
courtods decision ef f eCatolicais hoylimised tp public h a t S
bodies

261. The Tribunal of Milan in its decision of 4 May 2021 seems to inteiPegtolica as
being a public finance case. However, it is clear that it was not argued in that case that
the swaps were null and void and consequently the decision is of little relevance in the
present context.

262. Although I give no weight to the academic commeetaim reaching my decision (since
they can plainly have nprecedentialalue and time constraints meant that they were
not the subject of crossxamination) | gain some encouragement from the fact that it
seems that the most dominant academic approasgttmn 9 of th&attolicadecision
is in line with that conclusion. DB referred me to articles by Calapis®®li, Poli,
Cusomano and TuccBustosought to strike back by reference to some articles co
authored by PrefssoPerrone and Mr Danusso. | didt find these articles particularly
easy to follow. @ the whole | would tend to accept the submission that while
deprecating the approach of the court generally, so far as regards section 9 they suggest
that the decision ipotentiallyof broader appliation. Thus ProessorPerrone refers to
the possibility that the decisionmightr et r oact i vely affect any
at any time, by both financial and néni n a n ¢ i g WhileeMr Danusso eefers to
thecaseapplyinf pr i vat ee mea nitdosvaver (i) this approachppears to be
a discussion point (the dangers @éttolica if given a broad reading) and (iihis
approach is not that of the academic majority.

263. The conclusion that section 9 of tBattolicadecision is concerned withe elements
of a valid contract under Italian civil law, not the capacity of Italian local public bodies,
is highly significant in the context of this dispute. This is because if the question is one
of material validity, not capacity, the question of theper law of the contracts
becomes relevant. The Transactions are expressly governed by English law. The
material validity of the Transactions is therefore to be determined under English law.
It follows that anyrequirements as to material validity set by the Court irCattolica
(in relation to contracts governed by Italian law) are inapplicable to the Transactions.

264. | Sshoul d deal ackupecdséwhich wasttorsay Bhait & is wobctear b
that paragraph 9.8 @attolicais concerned with the capacity of an Italian local public
body, then it isat leastpossible to read paragraph 9.8C#fttolicain this wayand that
it is highly unlikely that the Italian courts would read do@attolica thereby opening
the way for Italan local authorities to circumvent these same rules by simply choosing
foreign law. Theanswetto this isthat it is not a question of reading down but of correct
interpretatomnd | conclude that DBO6s is the cor
Accordingly this backup case does not arise.
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265. It follows thatBustad defence based on section 9Gzttolicafails.
Formal requirements

266. For completeness howev@nd while it is strictly speaking contingemt3hould deal
herewith the substance of that daf®e. Had | concluded otherwise as to the nature of
the issue, such that the requirements in section 9 had to be considered, | would have
concluded that the Court did not lay down any hard and fast rule.

267. The emphasis here is on the appadiahotomybetween the fact that the Supreme
Court suggested that on the facts of @atolicathis would require the parties to be
awareofit he mar k to mar ket cr it efihiddemcostspr obabi
and its emphasis elsewhere on thase bycase"approach which would only make
sense if there were no hard and fast.ridemy judgment this is what the Court was
really sayingthe ultimate objective is to enable the counterparty to make an informed
assessment of riskThis is what underpins saanquite detailed discussion of the
different types of swaps at Partahd an analogy toonsumer investment transactions
at [9.45] which would not be applicable to all swap transactidinalso reflects the
fact that the question of mark to market isstfiraised at [4.7] in relation to the
consideration of flonpar” swaps in which an upfront is paid (as it was in two out of
the three swaps Battolica). | therefore conclude that the rudestated in 9.7 whethe
court sayslearlythatthe analysis mstbe determined o n  aby-casedasis, using
a practical approacho

268. That approach makes perfect sense sirisea question of fact whether the parties to a
contract are able to make an informed assessment of risk and what information they
require tocarry out that assessmerurther were Busto correct and all of (i) MTM
(ii) probabilisticscenarios and (iii) hidden costs requitedorm part of the transaction
documentsin all casesthis would be a surprisingly formalistignefficient and
imprectical position. The unattractiveness of that submission was underlined by
Prof essor devilehcathatGa ltakan lecal public body could not even be
expected to be aware of this requirement

269. In this case | conclude thawere it relevantBustowas in a position to make an
informed assessment of risk and had available the information required to carry out that
assessment he first point is that the transaction was not particularly complicated:

)] The Mirror Swap cancelled out the effect af 2002 Swap and entirely removed
Bustdd s exposure to the risks of rising
2002 Swap. It did not present risks Bustoin any meaningful sense

i) The principal exchange element of the Cash Flow Sweap also essentig
straightforward and risk fre@ustosimply received fixed principal exchange
amounts from DB from 2007 to 2013 and paid the same amount to DB from
2014 to 2031. Thisvas easy to comprehend atid not involve any uncertainty
fromBustd® s per smeashflowse a

i) The risks of the interest collar element of the Cash Flow Swap thvenamost
complexi but still essentially elementaryhey wereclear and straightforward
for Bustoto evaluate and understand. It was explaindgustothat its interest
costs would only vary within the maximum rate of the cap and the minimum
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rate of the floor. Thus, if interest rates fell below the floor Bixstowould not
benefit. This was obvious

Secondly theseindications are supported by a consideration of tlaerral which
Busto had available to it. Bhsimulations sent by DB #®ustoon 29 June and 5 July
2007 providedustowith the forward rates on each payment date through to 2031, and
projections of the cost of the proposed revised principal repaymerié¢ firaged on the
forward curvepearing in mindhe collar structure of the Cash Flow Swap. DB also
informedBustoin the Term Sheethat the initial MTM of the Cash Flow Swap was
positive to DB and therefore negativeBosta

Thirdly Busto had the timand resources to make an informed decision. The timeline
demonstrates that there was ample time, thereat&efl negotiatiormnd Busto had its
ownwell qualifiedexpert committeeHere it is worth bearing in mind that the reports
of the Cattolica casedo not make it cleawhat wassent- or whetherthat was a case
where the bank wadealing witha professional investorThe consumer legislation
guotedin that caseéends to suggegtwas not.

Fourthly, this was not Busto's first experience of swiafishad prior experiencef the
swaps market via thig002 Swap anBustowasclassifedas a qualified investor.

Finally, though perhaps strictly speaking irrelevant for the purposes of deciding
whether Busto had the material available to enabtentdakean informed assessment
of risk, the evidence showBusto doing just that

)

ii)

Vi)

City Board resolution no. 417/2007 stated that h e
parameterised at the Euribor rate inserted within a maximum and minimum
oscil | at iundethe Gash Hod Swap

It was clear from her evidence thislts
proposals worked and in particular that, under the Cash Flow Swap, the
minimum rate thaBustowould pay was the floor rate and it would not benefit

if interest ates fell lowey

Ms Mar i

Mar i

no

nt erest rat e

fully

under s

n o 6was aso ithdtleah she understood th#te forward

projectionsshowed a comparison of the expected cost to Busto of its existing
borrowing and on the basis of apeofiling of its principal repayment profile
and an iterest rate collar with assumed floor and cap rates

Professor Zucchetti and Ms Criscuolo (the external members of the Expert
Committee with specialist expertise in relation to derivatives) explained each of

the bankséb

pr op o sMsMsarin@andir Rodliani r

anal ysi

It was also Ms Marino's evidence thidte Expert Committee as a whole
(including Ms Marino) discussed the merits of each proposal

Ms Marino also said that she and Mr Fogliaiuld have taken the opportunity
to ask ProéssorZucchetti and Ms Criscuolo about anything she did not
understand. She accepted that she would not have signed the Expert

Commi

tteeds

report

unl

€S S

she

under sto
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vi) The Expert refatrwhichtwasaarixed to City Board resolution
no. 398/2007)

a) Descri bed the economic effegcts of D

b) Specifically dentified that the floor rate wdsr at h e relative tg h 0
the forward curve andBustosuccessfully negotiatl a reduction in the
floor rate with DBas a resujt

C) ConfirmsthatBustof ul 'y under st oandliforrdeBéhe pr op
view (based on the analysis of Professor Zucchetti and Ms Crigcuolo
that the DB proposal was the most advantageous which Busto had
received.

In those circumstancelsgonclude that Bustevasable to make an informed assessment
of risk, andhadtheinformationrequiredto carry out that assessmeno the extent that

it is relevant | would also conclude that@refully made an informesssessment of the
risk.

Cattolica and Speculation

Section 8, speculation and capacity

275.

276.

277.

278.

Thesecondset of questiont which theCattolicadecision is relevant is that of whether

Busto lacked the capacity to enter into speculative transactions. Professor della
Cananeads opinion is that at the relevant
to enter into derivatives contracts which were speculative in nature

DB implicitly acaepted thatCattolica was difficult for it on the law here, though it

pointed out a number of what it regards as infelicities in that judgment. For example it

noted that the Courin Cattolicaidentifies no express prohibition, nor any other basis

in law, for this conclusiond o es not attempt t cspedulatiod ne wh e
inthis contexbroffergui dance as t o howpetueivé cbantcaet
might be identified: it is simply asserted that a distinction is to be dfiatwra sretiie 0
criterion of the.different degree of ri sk

Ultimately it seems to me that what the Supreme Court says in this regard is clear. At
paragraph 8.3 it says in terms:

AHence, in light of the | egal and axio
above, we can arrivat a first conclusion, namely: Recognition
of t he Admini strationés capacity t o

contracts, based on the law in effect until 2013 (when Italian Law
No. 147 of 2013 precluded that possibility) and the distinction
between hedging and speative derivatives, based on the
criterion of the different degree of risk of each of them, meant
that only in the first could a local entity be said to have capacity
to enter into themo

Whether that conclusion is correct or not is not in my view a matitehis Court. |
accept this paragraglubitante | have expressed above a view on case 52/2010 which
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might be said taitill with the summary given by the Court in t@attolicajudgment.

Thereis no clear consideration i@attolica of how thegeneral civil law capacity of

local authorities impacts on the analysis. | would also tend to accept the argument that
the assertion in paragraph 8 that the changes in the law set out in settiorak e i t
possi bl e tthatictohnec | wa e tor at lbcalaentitiep bad elear

I i mi t & taiher masd do followl h d@iffi¢ulto s ent ence at the tai
ironically alsoto some extent suggests tkttaé Court did not regard itself as having set

down a rule on speculation.

However while tlese points may well be the subject of argument in future before the
Italian Courts, as matters stand it seems to me that the Supreme Court has spoken on
this point and that regardless of the fact that there is no doctrine of precztient

courts are at least in the medium termhile debate works itself outlikely to feel
themsel ves constrained by the clari.ty of

| therefore conclude that @kesematters stand,saa matter of Italian Law local
authorites may only enter into derivatives contracts if they are for hedlgangl not if
they are speculative.

Are these contracts speculative?

281.

282.

283.

284.

This point becae highly contentious in closing, with arguments about the burden of
proof and whether aspects of theeaought to be advanced by Busto were properly in

play.

The case as pleaded was this: that the speculative and/or aleatory nature of the
Transactions meant that the Transactions did not comply with the limits or constraints
explained irCattolicaonBustd s capacity to enter into suc
Information this was particularised thus:

AThe Transactions were speculative 1in
purchase of a financial instrument (viz the swaps) at an implied

cost referable to the marlo tmarket value at the time of

acquisition. In relation to the interest rate aspect of the

instruments, their value lay in the hope that they would turn out

to have been worthwhile. In that sense they were speculative.

In the premises the future value okteBwap instruments was
entirely dependent on uncertain future

This was met by a plea denying that the Transactions were speculative and asserting

thattheyweréd ent ered i nto for the purposes of h
exi sting indebtedness and thereby managi n
This plea was advanced by reference to the City Board decision number 398 of 10 July

2017. In othewords,DB saidi No, t he Board says it is fo

No rejoinder followed to this plea. In the List of Common Ground and Issues the focus
was firmly on the issues of Italian law; the factual aspects of those issues were dealt
with in very broad terms at Issues 4 anddiet the Transactions comply with any
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requirements of Article 119 that applied to them, if not in what respects and what are
the legal consequences? There was no suggestion that financial experts were necessary.

The pl e aspecolgtiveaess twa sii't her ef or e bipleadilg and e
does not identify any features of the cash flow swap which were said to make the
transaction speculative. In particular it does not plead that a negative MTM would make

the borrowing speculatiyé1TM was identified only as going the informed deision

aspects, in partnership with probabilistic scenarios and hidden costs

It follows that no positive case was pleaded in relation to speculation and hedging.

In opening Busto trailed the possibility of an intention to go widéparagraph 93 it

wass ai d t haaceptsBhatshe dividiig line between what is speculative and what
is a hedge will rarely be clear cut. Most transactions will have elements of both.
However, where the dividing line in terms of local authority finances is to be dsawn

a matter of policy, and in that sense is a matter for the Italian legislature and the Italian
C o u r (suggesting that the answer to the dividing line lay in the authdritfesline

which appears from the pleaded cas#)weverthat was followed bwn indication that

Busto intended to show that the Transactions did have a speculative element
(unidentified).

That approach was further trailed in oral opening. Andlimmsi ng Bustods ¢
clearly said to be that by its plea of hedging, DB had adwhaqmositive case, which
entitled Busto to put any positive case on speculation, essentially by way of response.

Further it was suggested by Busto in closing that the question of speculation was
effectively decided inrHazelt this was in reliance ohord Ackner at 45F 46A.
However (i)as noted abowvihe analysis on that question has probably moved somewhat
under English law in the succeeding years @ather more importantlyi) the case

on the dividing line between speculation and hedging is irc#ss one of Italian Law.

It is as impermissible for me to superimpose English Law concepts of hedging as it
would be to impose an English Law understanding of the capaditiity divide.

As to the actual case on s pehcathadpleadedn , Bu:
case, and a case which developed via the evidence.

In terms ofthe general approach Busto urged me to reach backHatell if not
adopting the test, at leaatdopting a similarly sceptical approach. It placed great
emphasis on the inhently speculative nature of swaps as describddairell (which

it says resonates with ti@attolicaapproachpandsubmitted thathe claim by the Bank

that the Mirror Swap and the Cash Flow Swap were-gp@tulative and simply
hedging must be carefullycrutinised by the court (as iHazel). This issaid to be
particularly so given that the true nature and effect of a swap may not be immediately
apparent, even to experienced bank employees, such as Ms Villa.

This was then echoedcasenwhithiaksd drefvsodazelbr e s p «
contending that there were strong parallels between the interim strategy adopted in
Hazeland t he Bankdés case on the Mirror Swap

| do not consider that this argument by referenceH&zell has much effect in
circumstances where it is accepted that the Italian law approach is not on a par with that
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in Hazell as noted abov&Vhile there may be similar resonances my focus needs to be
on ltalian Law Furtherthis argument was undercut by tfeet that(as | have found
above) the 2002 Swamas to be assumed to be vakehich was not the position in

Hazell
294. So far as the more gener al case goes, Bu:
that a transaction will be speculative merely becahsevalue or final outcome is
uncertain. This would apply to any derivative contract (and indeed to any decision to
borrow at a floating rate instead of a fixed rateyioe versa. It is manifestly wrong to
give the concept of speculation such a broadingga not least because Article 3 of the
Decree and eve@attolicarecognises that some derivatives are permitted; and Busto
actually accepts that derivatives are not precluded by Italian Law.
295. Accordingly limiting matters solely to the pleaded case, Bsistmjument here must
fail.
296. This then brings me to the new or extended case advanced by Busto.
297. In relation to this pointBusto sought to argue by referencetite 2018 report by
MartingaleRisk that the transactions were speculativihat they ha@ mak to market
of negative 015.2 million composed thus:
Component Amount
BustoFixed amounts 35,864,914.63
Fixed rate4.45% 1,234,090.85
Euribor 6m 21,240,148.22
Floor Option4.62% 1,159,964.73
Fixed rate 0.35% 1,114,443.21
(-) Cap Option 5.6% -589,365.03
Floor Option4.85% 884,733.52
Fixed rate 0.35% 424,216.25
(-) Cap Option 5.6% -694,943.56
MtM Payments 60,638,202.83
Busto
DB Fixed Amounts 49,711,557.67
Euribor 6m 9,358,236.32
Fixed Rate 226,187.10
MTM payments DB 59,295,981.0¢
Implied costs 1,342,221.73
Interest ElemenBusto 24,773,288.1¢9
Interest Element DB 9,584,423.42
MTM Value -15,188,864.77
298. Busto says that the effect of this is tha

million and in return for this Busto was given a premiueffectively aloari o f 0 1 4
million. Busto contended that this would, under English law, be an obviougpéxa

of a speculative contract, namely using an onerous swap to generate short terin cash.
was submitted that the interest rate element of the swap was so weighted against Busto
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that if interest moved against it, then Busto would stand to lose tendliohsnof
Euros.

Mr Downes submitted that it was speculative becdiigeprofiles a huge amount of

fixed interest for variablenterest It is speculative because it generates a fixed payment

in favour of Bust o, sdxanhangeiforteervotatilityars hskso f 14
of the interest rate swap. o0

Bust o al so s ub midnsan behdsregarded asnbeing fattributalde tad 1
fixed interest, the swap nevertheless carried a negative mark to market for Busto
cal cul at envbolvadta significar® shift fram inexpensive fixed rate interest to
risky variable rate interest and extended the repayment burden of the underlying
indebtedness which obviously affected mykiar budgets.

There are two problems with this submissi®hefirst problem with this approach is

thatit was not an approach which was properly trailed or pleaded. Busto sought to say
that this was a point where the burden of proof was on DB, and that it was perfectly
within its rights simply to rely upon the Martingale Risk analysis in closftogvever,

this was an unattractive submission, not least dilverpractical and fairness problem

with such an approacftheargument hinged on thdartingaleReportand on detiled

points to be drawn from it. But that reparas not pleadely Busto(the only reference

to it in the pleadings waa reference in passing in the Particulars of Claim, which led

to a plea thathe Transactions were not invalid on the grounds allbégelartingale

(which have not benadopted by Busto and hence are not in igsae)d nor were the
features now sought to be drawn from it. That was a necessary step because plainly this
sort of financial analysis might well have led to financial expegtagcalled. There
wasnever anysuggestion that there would be a need for financial expert evidence about
the operation and economics of t@Bash Flow Swap. That creates a considerable
procedural unfairness, which is exactly what the rules as regardsngi¢and indeed

the Court's other case management requirements, such as Lists of Issues) are there to
prevent.

To the extent that it matterghereforewould if necessary have ruled that it was not
open to Busto to run a positive case on speculationhwhként wider than thbroad
brushapproach outlined in the pleading.

Thenext problem ighat even were this argument permissilildepends heavily on an
analysis of the transact i od milohincfiked posi t s
payments from the Bank to Busto was a premium. As | have made clear above, that is

not an analysis which commends itself to me as a matter obfstd on analysis of

the Transactiong hat aspect of the argument would therefore féié argument absent

thel12 million was not entirely clear, evel

However,such as it was | reject iThere is no evidence to suggest that a small negative
mark to markeimade the Transactions speculative, when considered with the other
facets dthe deal.

As regards the Cash Flo8wap it appears on its face to be a classic form of hedging

seeking to manage and contain the interest rate risks to which Busto was already
exposed on its borrowing. The effect of the Cash Flow Swap was essetuially
restructure and rebalance the amortisatic
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its existing borrowing in a way which benefitted Busto by delaying the point at which
significant repayments had to be madend to provide for the payment of a iadole

rate of interest within a fixed range bounded by a cap and a Tbereffect of the
Mirror Swap to neutralise the effect of the 2002 Swap which exposed Busto to
significant risks if interest rates rose.

306. | conclude that the Transactions were notsfsive and were hedging.
Ministerial Decree 389 and Law 448/2001

307. This was the second area where pleaded case was contentious. This is because in
closing Busto sought to run a positive case that the Transactions breached Article 3 of
Ministerial Decee 389 of 200®n the basis thahat Article 3 was limited to cases
where the local authority was buying, not selling, a flatie only exception beinthe
sale of a floor where the value of the floor matched@a For the sake of clarity the
relevantprovisions are as follows:

" éthe following derivative transactions are also allowep:

c) purchase of an interest rate cap in which the buyer is protected
from increases in the interest rate payable above the set level,

d) purchase an interest rate coller which the buyer is
guaranteed an interest rate to be paid, fluctuating within-a pre
determined minimum and maximuén}'

308. Again DB said that this case was not properly pleddesiwould have been necessary
for appropriate expert evidence to be tgkenBu st 0 0s r e DBowowse bei |
pleading in replyaverredthat the transactions complied with Article 41(1) of Law
448/2001 and Article 3 of the Ministerial Decre@d therefore it was open to Busto by
way of implied joinder of issue to advaraey case which shot that assertion down

309. | acceptthe submissions that thesgumentvas not properly pleaded. The plea sought
to be advancet not an implied joinder of issue. It ae which advances a specific
positive case which was not pleaded. Theaghy DB of the law in question was
essentially a defensive pleading, explainvity the Transactions were not speculative
and identifying (properly) the foreign laws which are said to be relevémedefinition
of speculation as a matter of Italian Ldtwvas indeed a specific response to a plea by
Busto as follows:

"The Defendant will say ... it is for the Claimant to identify and
prove the statutory power (if any) pursuant to which it alleges
that the Defendant had the capacity to enter into the
Transactions.”

310. So: Busto asserted a limitation arising obiArticle 119 which B denied; Bustsaid,
AAndwh at | egal pr ovi si onandIdBoephediul hseasye : s UADrpt O r¢
41 of Law 448 and Arti clQnthdtbasi$ ckptthe st er i
submission thaany positive case on Articled the Decre@r Article 41 needed to be
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Bustoods

when the experts produced their reports, there would have been pléintg 6d seek

to amend the pleadings. This was not ddndeed,the point having been flagged in
openingas an amendment poifyustomade it clear that it had no intention of seeking
to amend.

However even had the point be@headed andherefore properly in play would on
the evidence before me have concluded that Busto's case on this point was not made

out.

On the face of it the Transactions fell within Article 3 of the Deareswould appear
to be permitted by Articles 3(@) and3(2)(d). There was no expert evidence which
justified the narrow point floated in closinbhe Court of Appeal of Milan decision on
which reliance was placed in closing was not explored in evidence in this context
Professor della Cananea's evidence wasm@ointi he cited this authority in passing
very much in the context @attolicasection 8 and speculatiohhe questions which
were put tdProfessorTorchiain crossexamination were not entirely clear, in that they
tended to elide the conceptadollar with that ofafloor.

cons

However the point has been considered in other cases where expert evidence has been
called. InDexia v Pratothis point was properly pleaded and argued by reference to

evidence That argument was dismissed by reference to Xpere evidence (with
ProfessorAlibrandi's evidence on this being rejectetifie judge said this:

"187 é As Professor Napolitano

does not say this. What it says is translated as follows:

The purchase of a collar implies therchase of a cap and the
contextual sale of a floor, permitted solely to finance the
protection against an increase in interest rates furnished by the
purchase of the cap.

188. Professor Napolitano had no difficulty in accepting that this
passage in theircular represents Italian law. As he made plain
in cross examination, what he could not discern was how either
article 3.2(d) or the circular supported a suggested requirement
that there must be equivalence or equilibrium between the value
of the cap ad the floogé .

190. | am persuaded by Professor Napolitano that Professor
Sciarrone Al ibrandi s opinion
Italian law. As Professor Napolitano observed in Napolitano 1,
decree 389/2003 is concerned to implement article 4fllawo
448/2001. Nothing in article 41.1 calls for an equivalence of the
kind asserted by Professor Sciarrone Alibrandi. Moreover, as it
seems to me, Dexia rightly adds that there is no inconsistency
between the law on the one hand excluding the possibility
local authority selling a floor on its own but on the other hand
permitting the sale of a floor as part of a collar transaction even
though the MTM of the floor is greater than the cap.”

poi

n

t

nt s

hi s
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314.

315.

316.

That result was als@ached iDexia v Piemontf2014] EWCACIv 1298 at paragraphs
75 to B with Christopher Clarke LJ saying

"There does not seem to me to be anything in Decree 389 which
requires the cap and floor costs or values to be evenly
balanced .If the validity of a derivative with a floor and a cap
depend on an alignment of cap and floor values current at the
date of the agreemeiita question affording wide scope for
argumen® the result would appear unworkable.

Further he factual evidencerhich there waslid not seem to support the point made
in that

)] Busto actually advanced mwositive case that the floor was more valuable than
the cap;
i) Ms Marino acknowledgetthat t had been common for many years prior to 2007

for Italian local public bodies to enterto interest rate derivatives to manage
their borrowing costand interestate swaps and collars could be used to provide
local public bodies with (greater) certainty over their borrowing costs and were
not incompatible with the proper management of puliiances.

Thus,even if the point had been livié,would have failedFurther even if the point

were a good one, it would not get Busto where it wants to go, because breach of the
Decreewould not give rise to a lack of capacity but onlyatbreach ot mandatory

rule.

Article 42(2) of TUEL

TUEL: was City Council approval required?

317.

318.

3109.

320.

This issue concerns what can best be described apparentault line between the
legislative provisionsand a decision of the Council 8tate orthe one handnd the
decision inCattolicaon the other

Looking first at the situation absefattolica the answer to whether City Council

approval was needed would appeabe a fairly simple ndArticle 42(2)provides that

City Council approval is required for cert@inf u n d a me nvhich includeq(dt sHd
paragraph ()i fexpendi ture which commits the bu
yea.rsr so

Professor della Cananea accepted that Article 42(2) is to berated narrowly
because it is, by its express terms, confingilfou n d a me nt all actso

That approach is consistent witte decision of the Council of Stagel t al yd6s hi g
court for administrative law matters) decision no. 3174/201The case concerde

the fact that the Municipalitpf Omegnahad authorised the execution and subsequent
amendment of certain swap contracts to restructure its debt to Cassa Depositi e Prestiti
under mu | t and ¥ael dater idswe@d ansinvalidation decision by way of
administrative selredress That decision was challenged by thank which was
counterpartyto the swaps in question
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321.

322.

323.

324.

325.

326.

At first instance the Municipality was successfalthat the administrative court had
di smi ssed t he Hbwavwerkod apeattheaClounal nfdstate concluded
thatthe interest rate swapseredebt management instruments and not indebtedness
and accordingly did not fall within the scope of Article 42[@)ere is a disagreement
between the parties as to whettiexr Council of Statevas laying down a general rule

or one applicable to that conttaonly.

The Supreme Court i@attolicatook what seems to be a rather different lithough
again the parties disagree as to whether it was makfagly general statement or
dealing with particular swapd qualify the question of generality thus base
Professor della Cananea accepted that, even on the b@aisadica, it was not possible
totake arfi a-brin ot hi n g ® the appi@toh af Article 42(2) to interest rate
swaps and that it would only apply to interest rate swaps in thdispitiations that
are identified inparagraph10.8because as he sditthis is not comparable to a mere
act of management of the loaatity's indebtedness aimed at reducing the financial
costs which can be adopted by the city board"

It is therefore Bcessary to take a view as to just how general each of these decisions
was purporting to be. As to the Council of Statgeems to me thalhe submission of
Bustohas some force and that it certainly can be sagly as a decisionhat the

swaps in thatase fell outside the muljiear expenditure case covered by Article
42(2)(i) of the Consolidated Cod&hat approach appears to be inherent in the use of
the word the( @lio pefore the wordswap$ repeatedly at [1-13] of the judgment.
However,it is difficult to be clear about this because the factual basis of the decision is
not cleari in particular theprecise nature of the restructuring is not detailed in the
decision. From that it could begared thatf the decision was felt to turn on the precise
terms of the swaps one would expect to see more detail of the terms, to explain the point
and flag up any issue which might arise in other cases. My impression ighehat
decision is one made, witht much hesitatigron the particular facts of the casert

that the lack of hesitation and precise delineation indicates a sense by the Court that the
point is of wider applicatioriThat of course would be consistent with gunts made

above as to thsituation abserntattolica

One then turns t@attolicaand the question of whether the court here, with the Council
of Stateds deci sas ane of thaereasang for beeritythecjoint e d
divisions of the Supreme Couwtaslaying down agyeneral rule itself.

| conclude thathe Supreme Court was laying down a general fulaut not one
pertaining to all swap contractsaccept DB's submission thedragraph 10.8 needs to

be read with paragraph 10.6 which goes to a question about wdzadlie affect the

total amount of the entity's indebtedness. The Aaystdown a rule at 10-40.8 that
interest rate swaps require authorisation by the City Council under Article 42(2) if they
involve:

)] The payment of an upfront premium/lo@d®.8 line3);
i) The extinguishment of existing loa(0.8 lines 45); or
i) The significant modification of existing loaft0.8 lines 56).

What underpins thiset of types is:
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)] Paragraph 10.6 of the decision which poses the question whether the swap
hnaffects the total amojunt of the entit
i) Paragraph0.1.4 which notes that the effect of a swagy overall amount to

indebtedness, if it modifies the level of indeltesis;

i) Paragrapi 0.5 which notes that swaps often involve the termination of previous
contracts or amendment of the terms of the previous contract

327. All of this is, if | may say so, apparently sound good sense. The decision is rooted in
the particular casbut lays downwhat one might regard dwallmarksor indicia for
other cases where there will be issuBsat approachi that swapscan be properly
entered into but that there are areas which will require formal authoribgtibie City
Council- harmonigs the legislative provisiorfand theconsensus as to the respective
roles of City Council and City Boarayith the Cattolicadecision.

328. It alsoseems to me to reflect the evidencePobfessor della Canane#o appeared
ultimately to accept that, at ldagenerally speaking, swaps are debt management

instruments
"Q: é swaps ar e debt management i nst
indebtedness?

A: | agree with you that this is their function. Then we should
consider how they are used, because there might be cases in
which swaps are used as a sort of proxy to loans or to other forms
of indebtedness. But | agree with you that as a matter of
principle swaps are differefit.

329. That approacks alsobroadly consistent witthe circular dated 22 June 2007 published
by the Ministry of Economics and Finandtewill be recalled that that circulaxpressly
states and concludes that swaps aremebagement instruments and not indebtedness
While it would be overstating the case to say thé suggestshat no derivative
transaction wouldever amount to indebtedness, regardless of its termsertainly
provides a fairly strong hint that deriggswere at this time not seas beingyenerally
speaking indebtednes¥Vhile the circular does not form part of Italian land is not,
asProf. della Canangaointed out, binding on judggs is an official circular and one
would be surprised to findl straying very far from the correct legal position

330. DB submitted thathe conflict between Council of State in decision no. 3174/2017 and
theSu p r e me deCisian inCatiadicais firelatively modest. As will be apparent
from the previous paragrapisam not persuaded that theranexessarilya conflict at
all. There seems no basis for saying that the swaps in decision 3174 offended against
any of thespecificsubtypes identified inCattolica It may be that there is a modest
clash; but it maylso be that Wat one has is a clash of styles of judgment.

331. On that basisthe question here migbe put thusdo the Transactions affect thatal
amountof Busto's indebtednedsin particular are they swapshich involved an
upfront, orinvolved theextinguishment or significant modification of existing loans so
as to give rise to new indebtedress
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332.

333.

334.

335.

336.

337.

Those howeverwere not pleaded issuesdHad they been pleaded one would have
expected financial experts to be calltl the points to be specifically iddigd for

the Italian Law experts to deal witAs it was,there was noelevant expert evidence
andnone of these points was zeroed in on bylthigan Lawexperts

There was therefore significant resistance from DBustobeing allowed to run the
caseadvanced in closing thdahere was significant modification of the underlying
indebtednesbecause:

)] There was aextension of the ternand aswitch from low fixed rates to onerous
variable rates

i) Part of the cash generated by the interest rate elemantused to fund the
Mirror Swap.

Strictly speaking bhgainconsider that DB was right to argue that this case was raised
too lateessentially for the reasons which | have previously gik#envever,in the end

and considering the poide bene esseconsider that the result would have been the
same; as is often the cafiee late arising point is not a good one

As | read theCattolicadecision(in particular at 10.5 and 10,8 the light of theother
decisons considered in the evidence, and in the light of the expert evidbedey
point which the Court is addressing is whether the swap or swaps aftattyear
budget costdWhat the Court says is this:

"Authorisation for Italian Municipalities to catude a swap
contract, especially if they are of the type with an upfront loan,
but also in all cases where its negotiation entails extinction of the
previous underlying loan agreements or even if they remain
outstanding, but with significant modificatignanust be

gi vené"

Where, as hereve are looking athe conclusion of a deal which involves previous
loans/swapsvhich remain outstandinthe Court has task the question offhether
thereisi si gni f i ¢ an tagainsbadcorfsidecatioh of tha amotmtbe paid
overall and the number of yeaitsalso seems clear that what is required is a view of
the transaction overgléeeparagraphl0.1.4ffa s wap tmudlbe®xamined asn
a wh)d lcamsistent with the legislative background'fafndamental actsand the
Court's own reference tsignificant modification”. Just as the label attached to a
transactiorcannot be determinati€attolicapoints up the possibility of a swap being
in redity a loan), where a transaction has more than one compaheritalian Courts
would look at those organically.

Thereforewhile ProfessorTorchia did, aBustonoted in closing, accept thidte use of
cash generated by the Cash Flow Swap to fund theoMBrwap would not be
investmentt hat i s t o as kicred au,;dtsstveesssary torpantoud o
and look at the transaction overall, in particular with an eyadajuestions of: (ils
more paid over the period of yeansd (ii) is that peod of repayment changedhese

are questions which are key to a consideration ofeffext on the total amount of
indebtednesqCattolica 10.6, 10.1.4) and the significance of any modification
(Cattolical10.8).
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338.

339.

340.

341.

342.

343.

344.

345.

346.

347.

To these questions the answer is As.to the period of repayment the answer is an
obvious one. As to thquestion of whether more w#s be paid, the answer was that

on the basis of projections at the time considerably less would be paid; though of course
as matters have turned out mors haen paid

As | have already notedhe economic effect of the Mirror Swap was simply to cancel
out the 2002 Swaplt is seltevidert that his cannot have brought about any
Asigni fi caninrelationdto any oBustbisonuander | yi ng borr o\

Again, as notedthe economic effect of the Cash Flow Swap was to rebalance the
amortisation profile There was no question Blusto incurring any obligation to pay
back a higher principal amourmts the name suggests, it was a cash flosasurein
which the principal exchange amounts net to zero over the life ciwap.

The Cash Flow Swap did not result in ampdification let alone @ si gni f i can
modi ficatrehati on to any of.BuBtowas alréasly under
required to budget farepayment of the principal amount of its underlying borrowing.

It did not result in Busto incurringny new indebtedness or comirtiiig itself to any
newexpenditure.

Theonly element of the Transactions which involved any degree of uncertainty was the
interest collar elemenbut that actually i mi t ed Bustobds exposur e
within therange bounded by the cap and the fla@hile it is true thatvhether or not

Busto would be the net payer or the net recipient under the interest collar el pend

the future path of i ntiedebéedness rat es x peéendidt
commitments for the futurdt cannot therefore be said to involve afys i gni f i can
modi ficlhtBowsa®odbs borrowing

| therefore conclude thabased on thevidence calledhe Transactions did not require
City Council approval.

For completeness | should add that DB tacitly invited me to express a viethehat
approach of the Council of State is to be preferred over the approachSpheame
Court As | have indicated abovd conclude that there isither limited orno real
conflict and thereforé would be neither necessary nor appropriate to do so.

However,| do note thathe materials before me indicate that the point is one which is
controversial anthere is a fair amount gtholarship which takes the vighat interest
rate swaps are debt management instrumanigliciter and not indebtedness. The
Council of State followed that standard approach.

The Supreme Courtibok a different view irCattolica in relation to interest rate swaps

involving an upfront premium and some other swaps which involve extinguishing or

ma k i siggificant modificationd8 t o e x i st i n gnderstamdehatttherd ne s s .
may be said to be an oddity in thiatid not referto, let alone explain its reasons for
departing from, the view that interest rate swaps are debt management instruments in
some cases.

Having said thakam not necessarily minded to accept the full extent of DB's criticisms
of theCattolicadecision.
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348. DB complains thathe Supreme Courélso did not explain what would amount to a
fisignificant modification of borrdaf hgcwsi the total amo
i nde bt eadrhatrafessor della Canarigdtake"on this whichsuggested that
the Supreme Couts deci si on was based on whether
Athere are financial consequences that ar
f i n a wasersvorkablgt also placed some reliance on the fact Bratfessor dedl
Cananea was unable to offer any real guidance as toswags would fall foul of the
rule in Cattolica

349. As is perhaps apparent from what | have said above, | would tend to rezattibieca
decisionas one which gives indicia allowing for a sensitigetfbased approachhe
fact thatProfessor della Cananeas not able to adumbrate tbperatingarea of that
test does not prevent it being an effective one. But this is a matter for the Italian Courts
to work out whether by adopting the purist linevadatedas the intellectually correct
positionby ProkssorTorchiaor exploringand definingthe dichotomy posed by the
Cattolicatest in certain cases

350. My conclusionon this issue thereforis that there is a rule, that it is to soexent
different to the widest reading of the Council of State decision, buhtuit been
pleaded and run with due noticeould still have concluded thaiity Council approval
was not neededn the facts othis case

351. It follows from this conclusion that Bustalefence tdhe Article 42 poinfails.
Was there approval? (City Council Resolution 32/2007)

352. 1 will nonetheless deal here wihB 6 s s e ¢ o, which copsequentty €oes not
arise That case ishatif Article 42(2)(i) did require City Council approval then such
approval is to be found in the City Counc

353. Busto originally suggested thahis resolution was no more than a leson it o
investigate gpotentialav e nue and ,rbetphftedt the foaus kf @argument
somewhat by closing. At that stage it contended that this arguthoest not work
because theesolutionwas not sufficiently detailedIt points out that iCattolicaitself
the Supreme Court found that a guideline (which existed in that case) was not sufficient.
It refersto paragrapii0.4.1 ofCattolica whereit saysthe Supreme Court justifies the
requirement for City Council approval in the following terms:

A T hcey council must evaluate the ceasffectiveness of the
transactions that may constrain the use of future resources and

make clear that the | ocal entityobés tr
rules of public accounting that govern the carrying out of the
responsib | i ti es of entities that wuse publi

354. Bustoplacal emphasis on the requirement for the Ctyuncil to evaluate the cest
effectiveness of the proposed transaction in circumstances where the proposed
transaction may constrain the use of futureuesesand submiedthat

)] The City Council cannot evaluate the eceffectiveness of a proposed
transaction without being told the financial terms of the proposed transaction
hereit must be able to assess theprefiling effect of the deht
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i) As of 2April 2007, the tender process had not been undertaken, the Bank had
not submitted its proposal, and the consortium appointed to review the tenders
had not reported.

355. On this basisit contenedthatBusta@d €ity Council was not in a position to consider
in April 2007 the coseffectiveness of a transaction that had yet to be propogadto
by the Bankand that is reflected in the fact thaetCity Council Resolution No 32 of
2 April 2007 does not contain anything remotely like sufficient informatoanable
the City Council to evaluate the casffectiveness of the proposed transaction.

356. However,when one looks at the documents in context this argument appears strained.
The context for the argument takes in the respective roles dith€ouncil and the
City Board, to which | have already referiadhe introductory section of this judgment
T and which Praéssordella Cananea accepted

357. |If, as the evidence demonstratd®e role of the City Council within the municipal
administration is to set overarching policy and guidelingth the City Board and the
administrative departmenismplementingthat policy, it is to be expected that the City
Council would exercise its powers amway which left room for the City Board t
exercise its own political discretiomhat the City Board has such powers was accepted
by Professordella Cananea

358. Here the City Counciket out in a foresh and planning report the fact 8ust®d s
financial difficulties andstatedthatfi[i] n order toremedy this situation, the following
fiscal manoeuvlespesifecaly contemplated and drdibdbuse
of financial instruments that are useful for debt restructuring through a swap on interest
and pr iTheinfopratiomavailablto the City Council included description of
the proposal to use derivativéshis goes a considerable way beyond authorising the
exploration of an avenuélainly the City Council thought that it was authorising the
transactionto the extent that it needed to do so; it did aoeywhere indicate that it
expected to do the exercise which the City Board then unde@othe contraryit
approved the budget, complete with its explanatory note setting oafféloe of the
terms ad the transactions

359. That isreflectedin the documenta s t o t he City Bbegmateds und
clearthat the City Board and Mr Fogliani considered that they were implementing the
guidelines or instructions that had been given to them by theCGipcil This can be
seen irexecutive decision no. 403/2007, the invitation to tender, City Board resolution
no. 398/2007, and executive decision no. 489/2007

360. If one follows the approach advocatedBystq one arrives at a somewhafl hr ou g h
the LookingG | a sitmiaiion where both City Council and City Board think that they
are doing the appropriate things, things which are consistent with the general nature of
each entity and its role as a matter of law, but the transaction fails because the City
Councilshould instead have m@&managed the entirety of the process, leaving the City
Board effectively with nothing to ddarhat would be a strange conclusidnis one
which | consider the Italian courts would be slow to readkiconsequentlypne which
| would not be minded to reach.

361. Is it one to which | anfor the Itdian Courts would bediriven regardless of this by
paragraph 10.4.af Cattolica? To recap, that paragraghys:






