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Lost in translation – the interpretation of contracts
As cases on the interpretation of contracts abound, Paul Tonkin and Shanna Davison examine the
courts’ likely approach to them.
Disputes about the interpretation of contracts are rarely
in short supply. In some cases, the words the parties
have used may be genuinely ambiguous. In others,
the literal meaning of the words may be quite clear
but one party argues that this literal meaning does
not accord with what was really intended. How do the
courts resolve these differences?

The starting point
In the leading case of Investors Compensation Scheme
Ltd. v West Bromwich Building Society1, Lord Hoffman
set out five key principles to be applied when interpreting
contracts (see text box on page 7). His Lordship’s view
was that, whilst words should generally be given their
ordinary and natural meaning, there may be cases
where that creates a commercially absurd result. If so,
the courts can give them a different meaning to arrive
at a result which makes commercial sense and reflects
what the parties intended.
The court must ask what an objective observer would
have understood the contract to mean, had he been
furnished with the background context known to the
parties – the so-called “matrix of fact”. This does not
include knowledge of the parties’ subjective intentions
or prior negotiations. Evidence of these matters
is excluded. Whilst this is often a source of frustration
and surprise to commercial parties, the courts have
firmly resisted attempts to relax this rule.

Justified departures
When is an outcome absurd enough to justify
departing from the ordinary and natural meaning
of the words used? In Litman -v- Aspen Oil (Broking)
Ltd2 a tenant’s break clause was subject to the
satisfaction of conditions by the landlord. The court
had little difficulty in finding that the parties could not
have intended such a commercially nonsensical result
and that, although the lease said “landlord”, the parties
must have meant “tenant” and the break clause should
be read accordingly.

At the other extreme is the House of Lords’
decision in Chartbrook -v- Persimmon Homes3.
The case concerned complex provisions for calculating
the sale price of a residential development. On a literal
interpretation, Chartbrook was entitled to the first
£76.34 per sq ft of net sales value plus 23.4% of the
surplus. Persimmon argued that the parties had
actually intended that Chartbrook would receive the
greater of £76.34 per sq ft or 23.4% of the net sales
price, not both. If correct, this would reduce the price
from £9,168,427 to £5,580,616.
The House of Lords accepted that there was
nothing inherently unworkable about Chartbrook’s
literal interpretation. However, it considered
it to be “commercially nonsensical” as it resulted
in Chartbrook receiving an absurdly high proportion
of the sale proceeds. Having reached that conclusion,
the House of Lords considered it was free to re-write
the words as extensively as was needed to give effect
to Persimmon’s interpretation, which it believed
represented the parties’ true intentions.
Lord Hoffman (again giving the leading judgment)
said that “there is not, so to speak, a limit to the amount
of red ink or verbal rearrangement or correction
which the court is allowed. All that is required is that
it should be clear that something has gone wrong
with the language and that it should be clear what
a reasonable person would have understood the
parties to have meant.”

1 [1997] UKHL 28

3 [2009] UKHL 38

2 [2005] EWCA Civ 1579

4 [2015] UKSC 36
5 [2016] EWHC 3012 (Ch)
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Back to basics
Some considered that Chartbrook went too far.
How could commercial parties have confidence in their
agreements if the court was free to re-write them?
The opportunity arose for the Supreme Court to
revisit the approach in Arnold –v- Britton4. The case
concerned service charge arrangements in long leases
of chalets which, read literally, provided for a 10%
annual increase on a compound basis. This meant that
a service charge which was originally £90 a year would
be £550,000 per year by 2072. The court accepted that
this was unlikely to have been the expectation of the
parties, but it was not prepared to depart from the clear
words used.
Whilst commercial common sense was an important
factor “a court should be very slow to reject the
natural meaning of a provision as correct simply
because it appears to be a very imprudent term for
one of the parties to have agreed”.

The unlucky tenants may not have foreseen the
consequences of the service charge provisions but that
was not the same as saying that they did not at the
time intend to sign up to the provisions as drafted.
The mere fact of commercial absurdity was not enough
to indicate that a literal interpretation could not have
been intended.

Falling on different sides
The dividing line can be seen in two very recent cases.
Helix 3D Limited -v- Dunedin Industrial Property
Nominee Ltd5 concerned an option agreement for the
purchase by a tenant of the landlord’s freehold.
The price was to be £1.5m if exercised by 20 July 2014
or the open market value thereafter. The option was
conditional upon the tenant paying a 5% deposit at the
time it served its option notice. The tenant sought
to exercise the option in 2015 and paid a deposit
of £75,000 (5% of £1.5m).

Key Principles
–– Interpretation involves ascertaining the meaning which the document would convey
to a reasonable person with all the background knowledge which would reasonably have
been available to the parties at the time of the contract.
–– Interpretation should take account of the “matrix of fact” – the context and factual
background known to the parties at the time of the contract.
–– Evidence of the parties’ prior negotiations is not admissible.
–– Interpretation is a contextual exercise, not a literal one – the background context will
be relevant to choosing between different meanings of words and may indicate that the
parties meant something other than a literal interpretation.
–– The courts should be slow to assume that parties have made a mistake but, where
a literal interpretation of the words flouts business common sense, the court may
conclude that something has gone wrong.
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The landlord argued that, because the option
was being exercised after 20 July 2014, the price
would not necessarily be £1.5m and therefore the
condition requiring payment of a deposit of 5% had
not been satisfied. The court rejected this approach.
Read literally, the option would have effectively been
unworkable after July 2014 and that could not have
been what the parties intended. The court was therefore
prepared to interpret the agreement so that it was
sufficient for the tenant to pay 5% of its proposed
purchase price by way of deposit.
Coming just a week later, the case of Elmfield Road
Ltd -v- Trillium (Prime) Property GP Ltd6 fell the
other side of the line. The parties agreed that a literal
application of the rent review provisions resulted
in a “double counting” as the 2010 rent was increased
by reference to a 2005 index.

The tenant argued that this could not have been the
parties’ intention. The court disagreed. Applying Arnold,
it held that the ordinary and natural meaning of the
words was clear and there was no obvious mistake
on their face. While the result of the drafting may
seem uncommercial, it formed part of a complex series
of transactions and it was not for the court to delve into
the overall commerciality of the parties’ agreement.
If these recent cases are anything to go by, it is clear
that parties cannot rely on the courts to save them
from a bad bargain. Where the words used are clear,
parties can expect to be held to them in the absence
of an obvious mistake.
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Avoiding Ambiguity
–– Don't assume that heads of terms,
"gentleman's agreements" or pre-contract
discussions will help if a dispute arises –
they won't!
–– Formulae are a frequent source of dispute
– consider including a worked example
in the agreement.
–– For particularly complex provisions think
about including a statement of intent which
sets out in non-legal language what the
parties intend the provisions to mean.
–– Never under-estimate the value of a second
(or third) pair of eyes.

6 [2016] EWHC 3122

