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Debt and Credit
Lender agrees to lend money in exchange for promise by borrower to repay loan within a time
Credit is a contractual relationship (fundamental principles of contract law apply)
Secured credit – creditor has an interest in debtor’s property to secure payment
If debtor defaults in paying loan, secured creditor can seize secured property and sell it
Unsecured credit – creditor has only a contractual right to be paid (in interest in debtor’s property)
Trade credit – when a buyer agrees to pay suppliers, or customers agree to pay within a time
Usually unsecured
If debtor fails to pay on time, creditor can sue debtor, obtain judgment, and enforce it
If debtor has limited financial resources, creditor may end up not getting paid
Letter of credit – written promise by buyer’s bank to seller’s bank to pay seller when conditions are met (ex. for international trade)
Borrowing to raise capital
Formal, so bank investigates
Business’s financial health (likelihood that they can repay the loan within a time)
Business’s security (ensure it can seize business’s property and sell it if they default)
State of economy, particular industry, personal guarantees, state of credit markets
Lender sets interest rate at a level that corresponds to riskiness of loan
If agree on terms of loan, will enter into credit/loan agreement
Negotiate repayment terms, interest, security, fees, and events of default
Events of default – failure by debtor to make required payments on a loan or to fulfill other obligations under credit agreement
Terms largely dictated by lender
Both sides’ lawyers consider the terms (borrower pays lenders’ legal fees)
Methods Used to Reduce Risk in Credit Transactions
Employ good credit policies and procedures (ex. fill out credit applications/check references)
Change structure of transaction so it isn’t a credit arrangement (ex. leasing instead of selling)
Collateral – property creditor takes an interest as security for borrower’s promise to repay
Ask for assurances from other people that debt will be repaid
Include terms requiring debtor to do certain things (ex. can’t make huge investments/keep ratios)
Credit or Loan Agreement
Trade credit agreements are informal (on standard form document or verbal)
Credit agreements for debt financing are called loan agreements
If bank agrees to grant loan, will provide a letter of commitment
Letter of commitment – document provided by lender to borrower, setting out loan terms
Loan amount, interest rate, repayment terms, terms/conditions, collateral, fees, etc.
Borrower can negotiate/compare (but lender has final say over whether loan is made)


Security
Collateral can be real property (mortgage) or personal property
Risk of taking security normally covered by a separate security agreement (not credit agreement)
Lenders match security to use of loan proceeds (ex. security for loan for equipment is equipment)
Will always go for the most liquid collateral
General security agreement – security agreement including all of debtor’s personal assets as collateral
Includes after-acquired property (personal property acquired by debtor during loan)
Assets intended to be retained by debtor (ex. forklift) can act as security during its entire useful life
Assets such as inventory and A/R circulate (security is their value at any given time)
Security agreement will allow business to sell inventory, but probably not the forklift
Lender will often require more security than the amount borrowed (b/c must be sold quickly)
Personal Property Security Legislation
Allows lenders to get credit, knowing where they stand with respect to collateral if debtor defaults
PPSA applies to every transaction that creates a security interest
Security interest – interest in personal property to secure payment/perform obligation 
Even if it’s called something else (ex. lease)
Attachment
3 conditions
Debtor has rights in collateral (ex. ownership)
Secured party has provided value (ex. granted loan/extended credit)
Debtor has signed a written security agreement
Security interest is enforceable against debtor once attachment has occurred
Perfection
Combination of attachment and registration or possession of collateral
Registration – registration of financial statement to record a security interest
Once security interest has been perfected, secured party will have priority over security interests that haven’t been perfected and judgment creditors/trustees in bankruptcy
Registration involves filing a form called a financing statement
Financing statement – document registered as evidence of a security interest
Discloses name of debtor and type of collateral secured
Records are public and can be searched by debtor name
Possession occurs when secured party physically takes possession of collateral for purposes of holding it as security
Taking gold until loan is repaid = lender has security interest perfected by possession
Most common form of perfection is by registration (person searches PPSA register and discovers a financing statement of interest to them)
Perfection may occur even if attachment occurs after registration (except consumer goods)


Priority Among Creditors
When 2 unperfected security interests both attached, the first to attach has priority
When 1 unperfected security interest and 1 perfected, the perfected interest has priority
When 2 security interests perfected by registration, the first to register (not the first to perfect) has priority
Purchase-money security interest (PMSI) – security interest that enables debtor to acquire assets and gives secured party priority over existing perfected security interests
Credit advanced allows debtor to acquire assets in which security interest is taken
Security interest must be registered within a specific period of time
Transfers of Collateral
PPSA gives priority to a buyer who buys goods in the ordinary course of the seller’s business
Ex. buy a car from a dealer, don’t have to worry about security interest in car
Ex. buy car from random person, onus on buyer to conduct PPSA prior to buying car (or risk that the car has a perfected security interest)
Same assets can provide security for more than one credit arrangement
Remedies
Creditor’s remedies if borrower fails to pay largely determined by if they are secured or unsecured
Unsecured creditors have right to sue debtor for unpaid debt (may obtain judgment against debtor)
Can enforce judgment against assets of debtor not already claimed by secured creditors
Secured creditors have right to sue debtor + can also seize collateral and sell it to pay off debt
If debtor ends up bankrupt, secured creditor still able to claim collateral (unsecured creditor must follow bankruptcy proceedings)
Lenders’ Remedies
Secured parties have remedies from 2 sources (security agreement and PPSA)
Remedies in security agreement broader than PPSA (so limited to PPSA)
Acceleration clause – creditor can call entire loan if debtor misses one payment
Secured party can’t break law + is required to give notice to debtor if seizing collateral
Proceeds applied to expenses of secured party enforcing security, then to debt
Surplus must be paid to next secured party in line (and finally the debtor)
If proceeds aren’t enough, secured party becomes unsecured creditor for deficiency
Secured party can appoint a receiver to seize/sell collateral
Secured party keeps collateral for debt owed, will extinguish any deficiency (some cases)
Limits on Lenders’ Remedies
Lender must take reasonable care of collateral + obtain reasonable price
Avoid conflicts of interest by buying collateral themselves/selling to a related business
Typically will have collateral valued by appraiser or sell at public auction
Debtors must be notified of any intended sale of collateral, and given chance to pay off loan and reclaim collateral before the sale
BIA: secured party must give 10 days’ notice if enforcing interest against most of Inv. or A/R
Consumer purchases: secured parties can’t seize collateral if debtor has paid 2/3 of loan
Personal Guarantees
Reduce bank’s risk b/c personal assets of shareholders will be available if business defaults on loan
Ex. business (debtor) has credit agreement with bank (creditor)
Bank (creditor) has contract of guarantee with shareholders
Guarantee – contract (conditional promise) between creditor and guarantor to pay debt if debtor defaults
Conditional or secondary to primary obligation of the debtor
Continuing guarantee – guarantor liable for any past, present and future obligations of debtor
Guarantee Agreement
Must be in writing and signed by guarantor to be enforceable (standard form agreement)
Guarantee agreement between guarantor and creditor (not guarantor and debtor)
Consideration is not always obvious (contract describes benefits guarantors will receive)
Guarantee in force for unlimited period (if shareholder wants out, creditor may not agree)
Standard guarantee contracts usually let creditor make any changes without consent
Subrogation – right of a guarantor to recover from debtor any payments made to creditor
Defenses Available to Guarantors
If terms are changed to increase risk to guarantors, guarantee terminated unless guarantors have agreed
Guarantors can argue they didn’t understand terms/risks (but usually need legal advice)
Regulation of Credit
Government regulation of credit largely restricted to consumer debt (non-commercial)
Provincial and territorial legislation
Courts can review/reverse transactions where cost of loan is too excessive
Prohibits credit transactions where unlikely to make payment in full/no benefit to consumer
Prohibits lenders from making misleading statements in advertising
Requires lenders to provide disclosure regarding credit transactions (ex. real interest rate)
Consumers often choose not to take a dispute to court (b/c costly, inconvenient, time consuming)
Credit bureaus – agencies that comply credit information on borrowers (provide service to lenders)
Collection agencies – agencies that assist lenders in obtaining payments on outstanding loans
Can’t harass, threaten or exert undue pressure on defaulting borrowers
Prohibited from contacting anyone other than borrower when debtor is bankrupt/dead
Criminal Code prohibits lending at an interest rate above 60% annually
Except for payday loans (short-term loan for small amount provided by non-traditional lender)
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