Chapter 23: Secured Transactions 

Intro
· If I lend you money, I want to make sure I get paid
· Debtor (D)  owes money 
· Creditor (C) entitled to money at a future date 
· Two ways to reduce risk 
· Security interests/ Collateral 
· Guarantees 

Security Interests (SI) (mortgage of tangible/intangible assets)
· Allows C to seize D’s personal property if debt not paid 
· Without SI C could only sue for money 
· Ex: Bank will be more willing to give credit if it received your permission to seize and sell your truck if you failed to repay the loan. Giving the bank thcis permission is called granting a security interest in the truck 
· SI gives the bank the advantage over an ordinary creditor. If a bank has SI in truck, it can seize the collateral, dispose it off and use the money to pay off your debt 
· If the bank did not have a SI, it would have to sue you for the unpaid debt and then get an order to seize your property 

Collateral 
· Personal property (tangible or intangible) that is subject to SI is called collateral
· A creditor that has a security interest is called a secured party 

Guarantee 
· A TP (guarantor) contractually promises to pay the D’s debt if not paid by D
· Guarantor may have a defence to paying 
· Ex: suppose you persuade a friend to act as the guarantor of the loan you got from the bank to buy the truck. If you fail to repay that loan, the bank can demand payment from your friend 

Part 1: Provincial Personal Property Security Laws
· Provincial 
· Purpose  make it easier for secured creditors (SC) to acquire enforceable SI
· SC has collateral (surety/guaranty) 
· Process
· SC can register its SI
· Registered SI takes priority over:
1. All unregistered interest in same collateral and
2. Any SI registered later (unless a PMSI)

Part 2: How SI Are Created 
1. Granting a SI in Specific Personal Property 
2. Granting a SI in All the D’s PP 
3. Specific Security Interests of Banks 

· SI can be created using:
1. Conditional sales contract 
2. Consignment 
3. Lease 
4. Loan and GSA
5. Assignment of AR
· NOTE  if SI is created you must register SI to protect yourself 


Granting a SI in Specific PP
· Secured Loan  SI granted in specific PP
· Chattel Mortgage  D gives ownership of specific PP to a C to secure the performance of an obligation to C

Conditional Sales (CS)
· S retains ownership of personal property (PP) to secure payment by B (buyer)
· B given possession of PP but not ownership 
· B may be required to obtain insurance 
· If B defaults, S takes back PP
· B responsible for any damage to PP 
· Example:
· Buying furniture from store but defers payment until some time in the future 
· Manufacturer may retain a SI in the equipment that it supplies to a distributor 
· In both cases, SI is taken to secure the payment of the purchase price 
· If the B defaults, S can take the goods back 
· B is responsible for any damage to the goods. Sometimes, B may be required to buy insurance to cover the goods while payment is pending 
· The S may require to be named as the beneficiary under the insurance policy

Consignment 
· Owner (consignor) of PP transfers possession, but not ownership, to someone else (consignee)
· Consignment may occur for reasons like:
· Consignee may be examining the goods for possible purchase
· Consignee agree to sell goods on consignor’s behalf 
· Ex: A children used clothing store may take clothes on consignment from a parent, offer them for sale, and then pay parent a % of the purchase price if clothes are sold 
· Consignee not bound to pay until it buys PP or sells PP to a TP 
· Consignor retains ownership until paid – it is a form of SI

Lease 
· L retains ownership of PP, but gives possession of PP to T for a time period in return for making regular payments 
· L retains ownership until all rent paid and T exercises option to purchase. This ownership of leased asset is  – a form of SI

Bank Financing 
· Borrower gets ownership of PP
· Bank takes SI in PP, as collateral, for non-payment 
· Bank makes its decision to lend money based on 
i. Its assessment of your ability to make the loan payments 
ii. Its assessment of its own ability to acquire and sell the asset if you fail to make the payments 
· In lease and conditional sale, you do not get the ownership of an asset, but you get the right to possess and use it as if you were the owner 
· In CS, you get the ownership when you make all payments 
· In Lease, you have an option of obtaining ownership after making all payments 

Assignment of Accounts Receivable (AR)
· AR  money owned by customers to a business
· Represent a substantial asset, can be used as security 
· Collateral is AR
· Assignment of AR
· Allows a C to collect money owning to the D (if the D defaults to C)
· Usually, D is allowed to collect AR until D defaults 
· In other words, allows the bank to collect the debts that is owed to the business if the loan is not repaid 
Summary of Assignment of A/R
1. The debtor (Shreya) has A/R consisting of money owing to the debtor by its customers
2. A creditor (Bank) gives loan to the debtor. As security of its debt, the debtor (Shreya) gives an assignment of it’s A/R to the creditor (Bank) 
3. If the debtor (Shreya) fails to fulfill its obligations to the creditor (Bank), the creditor (Bank) is entitled to collect money from the debtor’s (Shreya’s) customers 

Granting a SI in All Debtor’s PP
· To get max. Protection against a debtor’s failure to pay is to take SI in all of debtor’s assets with GSA
· General Security Agreement (GSA)
· C gets a SI in all D’s PP;
· Usually, D is entitled to carry on business, including selling inventory and replacing equipment (until default) 
After-Acquired Property 
· SI can apply to after-acquired property 
· Before PPSA legislation, floating charges were used – concept of “crystallization” (used to do this, don’t use it anymore) 
· Floating Charges  A SI that hovers above debtor’s assets until some event causes the charge to become fixed on those assets
· Today, GSA is used 
· As soon as you buy anything instantaneously, we have that as collateral 

Special SI of Banks 
· Under section 427, banks are allowed to take special kind of security on certain types of assets which other creditors cannot take 
· Banks can take:
1. PPSA SI; and/or 
2. S.427 Bank Act SI
· Includes goods of retailers, wholesalers, manufacturers, as well as mining and forest products 
· N/A to assets of consumers and service businesses 

How to create this?
· There is a special registration system for these interests 
· D files at Bank of Canada “Notice of Intention” to give SI
· Advantages of S.427 B.A. SI:
· Only 1 registration (not in every province) applies to all debtor’s assets, no matter where its located  
· Prevails over most other SI

Concept Summary: Common Ways SI Are Created 

	Conditional Sale 
	The seller of goods retains title, or some other form of SI, to secure future payment of the purchase price by the buyer 

	SI in a specific asset
	The D gives SI in some of their personal property to a C to secure performance of an obligation owed by the D (ex: chattel mortgage)

	Assignment of A/R
	A person (assignor) who is owed a debt (the A/R) assigns it to someone else (the bank) to secure performance of an obligation owed by the assignor to the bank

	SI in all of the debtor’s assets, including after-acquired property 
	D gives SI in all of PP, including all property acquired by D after the date that the security agreement is created, to a C to secure performance of an obligation owed by the D (a GSA)

	Special SI of banks created under the Bank Act 
	D gives a bank a SI in certain types of property described in the Act. A single registration protects this interest in the D’s assets wherever in Canada 




Part 3: Provincial PPS Legislation 
· SI gives C interest in PP to secure D’s performance 
· PPSA creates simple and inexpensive system for:
· Recording SI
· Searching for SI
· Determining priority among SI

Scope of Application 
· Applies to all agreements between D and C that creates a SI in PP
· SI is an interest in PP that secures payment or performance – this catches consignments, leases, GSA, conditional sales contract, etc. 

Leases (personal property) 
· When does a lease transaction create a SI?
· All leases greater than 1 year are deemed to be created to grant a SI
· If lease is a SI, L must register under PPSA in order to protect its SI
· If lease is not a SI, L’s ownership would defeat all other claims and make it rank ahead of all the creditors 

Exceptions 
· PPS does not apply to rights created by other statue, such as:
1. Landlord’s Right of Distress/Distraint 
· Landlord uses right of Distress/Distraint under only commercial property. 
· It basically means that the landlord has the right to seize property that is on the rented premises and belongs to the tenant, sell it, and use sale proceeds to pay outstanding rent 
2. Deemed Trusts 
· Deemed Trusts  some assets of a business is deemed as a matter of law to be held in the benefit of Gov. and it cant be use for the business 
· Ex: tax reductions from employee wages are owned by the Gov., and it must be remitted to the CRA 
3. Liens for Repair or Shortage Services 
· Lien  allows a person who had not been paid to retain possession of the good that he/she repaired or stored until the payment is made 
· Ex: mechanic who fixed your car can keep the car until the full payment is made to him. Mechanic’s right against your car acts like a SI
· It is different from a SI, because it arises without a D consenting. This lien exists if the person providing goods or services is in the possession of your property

· NOTE  1,2,3 do NOT have to register under PPSA and usually have priority 

Case Study #2  Page 606
· Tornado Inc borrowed 1M from National Bank. As security, it gave SI in all personal property that it owned at the time
· National Bank registered a financing statement relating to the interest on 1 Jan, 2013
· Have security agreement against all the assets 
· Will also have an acquired property clause 
· Tornado failed to pay $50K to CRA that it withheld from employee wages for income tax. There was a default on the loan to the bank as Tornado stopped making loan payments 
· Under the SA, National seized all of Tornado’s assets including 50K. There were no more SI registered under PPS legislation
· Any reason that National should not apply the 50K against Tornado under the loan. National Bank vs CRA? 
· CRA wins because they did not have to register 
· $50K was never an asset for Tyres and it could not have been attached 
· If made a difference National Bank did not register under PPS legislation?
· Same answer 

Protecting SI under PPSA
· PPSA states that a perfected SI may be effective against TP (in contracts that’s not the case)r
· Attachment  allows a SI to be enforced against TP 

Attachment 
· Attachment occurs when:
1. D signs written security agreement containing description of collateral, or SP gets possession of collateral 
2. SP gives some value such as loan to the D; and 
3. D has some rights in collateral 

Registration of FS
· To fully protect the priority of its claims to a D’s assets, a SP must perfect its SI
· Perfected SI  usually occurs when:
1) SI has attached; and 
2) SP (secured party) has registered financing statement under PPSA or take possession of PP

· Priority Determined – means that SI perfected by registered has priority over all subsequently registered SI in the same collateral, but not over previously registered SI 
· Notice of World of SI
· Financing Statement (FS) it is the document that is filed to register a SI under PPS legislation. It identifies: D and SP; nature of SI; time period; fee ($8 per year) 
· FS does not require agreement to be disclosed 
· 1 FS can relate to many SI given by same D to SP 
· FS can be registered before SA signed 

Business Decision 23.1 Page 594 
· Bank gave loan of 1M to K. The loan was secured on all of K’s assets. 
· Bank registered a FS on Sept 15. They did this because FS can be registered before SA is signed
· On Sept 19, parties signed the loan and SA and K got his 1M cheque 
· Bank’s SI attached in all K’s assets as soon as SA was signed and value was given to K 
· Perfection occurred at that time because FS had already been filed. For perfection to occur, there must be an attachment + registration
· When did property occur? 
· Purposes of priority,  Sept 15th would be used 

Priorities Under PPSA Legislation 
· PPS legislation provides a system for determining who prevails when more than one SP claims an interest in the same collateral 
· Basic Rule – 1st to register has priority 
· Registration date is critical – attachment may come later
 
· All SI are treated the same regardless of their form 
· Unperfected SI (SI that has not been perfected) is subordinate to:
1. Any perfected interest 
2. Other unperfected SI that attached earlier 
3. Any lien created by law 
4. Any C who has both successfully obtained a judgment against the D and taken steps to enforce it by seizing the D’s property 

· Unperfected SI are ineffective against a Trustee-in-Bankruptcy (TIB) (anyone who represent D’s creditor & has control over D’s assets)
· Perfected SI are effective against TIB 

Purchase Money Security Interests (PMSI)
· SI that include after acquired PP, creates problems for a D that wishes to buy other PP on credit 
· Ex: suppose a farm equipment distributor (Shreya) takes a bank loan, giving bank a SI of all its assets, present and future
· Bank files financing statement to registers its SI
· But now Shreya wants to buy goods from manufacturer (Kavs). He wants to buy on credit as he has little money. Kavs wouldn’t want to sell on credit unless she has SI as well
· But the Shreya’s assets are subject to bank’s perfected SI
· The first priority of the bank’s SI in after-acquired PP will jeopardize the Shreya’s ability to acquire any new assets for business 

· Due to this problem, PPS has a special priority new rule: PMSI (Purchase Money SI)  SI in an asset given by a D to a SP that either sells that asset to D or finances D’s acquisition of that asset 

· PMSI has priority over ALL other SI in the same PP give by D

· PMSI defeats all other security interests in the collateral. This includes security interests created and registered before the PMSI. 
 
· PMSI may be claimed by:
· Seller of property 
· Lender 
· PMSI may be claimed by a lender (Bank) if:
1. It lends money to D to acquire that PP
2. D actually uses that money to buy that PP; and 
3. D uses that PP as collateral for loan 

· PMSI can be in:
· Inventory; or 
· Collateral (other than inventory) 

PMSI in Collateral (other than inventory) 
· To get PMSI super priority SP must register FS within 15 days of D getting possession of the PP 
· Ex: you want to buy a car on credit from a car dealer, but you have given SI to bank of all your property, including after-acquired 
· Car dealer could get PMSI in the car and rank ahead of bank if they register their financing statement to perfect their SI within 15 days of when you possess the car 

PMSI in Inventory 
· Inventory  goods held for sale or lease 
· For PMSI in Inventory SP must:
· Register FS before D gets possession; and 
· Give notice to any SP who previously field a FS indicating an interest in inventory 
Example
· D gives SA to Bank with SI in present and after acquired property 
· Bank registers financing statement 
· D buys a car from a dealer on credit 
· Dealer registers a financing statement within 10 days of D getting possession of car 
· Who has the superior SI in car? 
· Yes, dealer registered, within 15 days with a possession of the car
· They got a PMSI and they would defeat the bank 
· The bank would come first if they registered after the 15th day 
· The dealer has a perfected security interest → bank has one and dealer has one 
· So who wins? 
· Bank will win because they registered first and the priority is determined by time and priority of registration

Example: 
· D gives GSA to bank with SI in present and after acquired property
· Bank registers financing statement
· D buys inventory from a supplier on credit
· Supplier notifies all SP that had already registered F.S indicating an interest in inventory. The supplier then registered a financing statement after the D received possession of the inventory
· D defaults on payments to the bank and to the supplies
· Whose SI has priority? The bank or the supplier?
· The bank has the priority because the supplier did register the statement before the inventory was delivered even though they did notify did not give the statement
· Does the supplier have perfected security? 
· Yes, it does but just has the regular

SI When Collateral is Transferred (e.g. sold)
· Generally:
· SI in PP continues in the PP whether sold to a Buyer (B) (with or without knowledge of SI)
· Therefore, B must search for SI before buying useless the Exception below applies 
· Exception: B gets PP free of any SI if:
· SP permits the D to sell or otherwise deal with the PP; or 
· D sells that PP in the ordinary course of the D’s business

· Only time B does not get PP free of any SI if:
· Sale was in breach of security agreement; and 
· B knew it 
· Ex: imagine Kavs (debtor) given a SI in her truck to the bank. The security agreement said that Kavs could not sell her truck. Shreya decides to buy Kavs truck even though she knew about the prohibition on selling it. The bank can enforce its SI against Shreya.
· Buyer should ALWAYS search the PPS legislation to make sure that what they’re buying is not subject to a SI
· PPS legislation provides that unperfected interests are not effective against a B who had no knowledge of the interest. This is why secured parties should register their interests 

Summary: Priority of Security Interests in an Asset under PPS Legislation
	1. Purchase money SI in the asset
	

Rights of certain creditors with claims outside the scope of PPS legislation (eg. Landlord’s distress rights) may have priority over SI’s subject to PPS legislation 



	2. Perfected SI in the asset ranked in order of the time of registration 
	

	3. Unperfected SI in the asset ranked in the order of the time of attachment but subordinate to claims by
· A trustee in bankruptcy or other representative of creditors o f the debtor 
· A creditor with a judgment against the debtor 
· Buyers of the asset without knowledge of SI 
	




Enforcement of SI by SP
· PPS legislation has created some rules for the enforcement of SI by secured parties, also rules including protecting the interests of debtors 

Default by the Debtor 
· SP can take possession of collateral when D defaults the obligations
· After default, SP can take possession of property 
· Default occurs when:
· D fails to pay or to perform under SA; or 
· Event occurs that is defined as a default (e.g. failure to insure or repair) in SA (subject to any curing period) 
· Usually 30 days are given to D to remedy the default 
SP Taking Possession of Property 
· SP cannot use force to take possession of collateral if D defaults 
· Get court order if D resists 
· If SP gets the possession, SP must take reasonable care of property 
· SP must give reasonable notice to the D before taking possession (unless collateral at risk, etc.) 

Disposition/Sale of Collateral 
· Once SP has the possession, he wants to sell it to pay his outstanding debt.
· There are few rules regarding such sales 
· SP must be “commercially reasonable” meaning advertise to public or have a private agreement with B
· SP must give at least 15 days notice of sale to D and other who have interest in collateral 
· SP may decide to lease, but whatever they do they need to act in a manner that is commercially available 
· If SP sells the collateral, they can keep from the proceeds
· Amount they owed on the debt
· Any reasonable expenses incurred while seizing collateral
· Any leftover amount should be returned to the D 
· D is still liable for any unpaid debt 

When a SP can keep collateral (become the owner)
· Sometimes, SP may decide to keep the collateral in possession 
· If SP keeps collateral, it gives up any claim for any payment from D 
· SP must give notice to D and other interest holders before electing to keep collateral 
· If anyone objects the SP keeping collateral, then it must be sold 
· Objections arise when collateral is worth more than the debt owed to SP

When a D can get collateral back 
· Redeeming Collateral: D or subsequent SP can cover collateral seized by a SP only if:
· D fulfills all secured obligations; and 
· Pays all SP’s reasonable costs 
· NOTE  In Ontario D does not have right to pay only debts to redeem the collateral 

Summary: Steps in Enforcing a SI 
	1. Debtor defaults

	2. SP takes possession of collateral 

	3. SP keeps collateral in full satisfaction of D’s obligation, or

	  SP disposes of collateral and applies proceeds to D’s debt, or

D gets collateral back (i) by redeeming it, meaning D pays all the outstanding amounts owed to SP or, (ii) in some provinces, by restraining it

	4. D remains liable for any deficiency 

	5. Any surplus is distributed in accordance with the scheme of priority in the relevant PPS legislation 



Part 3: Guarantees 

· A creditor can also reduce the risk of non-payment through guarantee  a contractual promise by a third party, called a guarantor, to satisfy the principals D’s obligation if the D fail to do so 
· Ex: you decide to borrow money for a car, bank will make your parents sign a guarantee of your obligation to make loan payments. This means that if you fail to pay, bank will demand payment from them
· In summary, guarantee is created when
A. A credit relationship is created between the C and the principal D
B. The guarantor promises the C to satisfy principal D’s obligation if the principal D defaults on its obligations 

· 4 possible defences for guarantor 
1. Contract between C and principal D is modified without G’s consent such that G’s risk increased (e.g. increased loan amount or interest rate) — not fair for guarantor. If this happens, G is released off liability 

2. C breaches contract with the principal D such that G’s risk increases 
Ex: suppose in a loan agreement it says that Ds failure to provide financial statements to C is a default. It also states that C cannot take any action on default for 30days. Suppose, C goes and enforce a proceeding when the statements were only “one” day late and refused to accept statement from D, G would be released. Hence, C’s action eliminated the D’s right to fix the default. 

3. C causes value of collateral to decrease that the D gave as SI to him— diminish in value (e.g. allowing goods to perish) reduces G’s obligations 

4. C breaches contract, such as failing to notify G of D’s default

· G can also use any defence available to principal D (e.g. defective goods)
· Ex: C sold a tv to your brother and you act as a G. If tv did not work, your brother can refuse the payment and as a G, so can you

· IMPORTANT: The courts have held that a guarantee will not be enforceable if the guarantor does not understand the nature of the obligations being undertaken. Hence, guarantees must be in writing 
· Ex: Ethical perspective 23.1 
· [bookmark: _GoBack]Guarantee Document
- Note: A well drafted guarantee document will attempt to get the G to waive all the foregoing defences mentioned above 


· 
Case Study #5  Page 606
· A received a bank loan of 50K and S agreed to guarantee 
· A entered into a SA with bank giving it a SI in all his PP, included several vehicle and jewelery 
· A paid back bank $25K and then asked the bank if he could sell one of his rings to a friend for $5000. He convinced bank that rest of his PP would be more than enough to pay back any debt 
· A signed agreement with Bank on release of their SI in ring 
· A sold the ring. But two years later he owed $5000 to the bank. 
· He defaulted on his loan. Bank went to S to ask for the debt owed 
· Does S have to pay?
· Look at the possible defences
- contract was modified
- bank and A changed the contract
-bank released collateral — therefore less collateral therefore G was not aware
- Therefore, S has a good defence

Ethical Perspective 23.1  Page 604 
· B carries on a business and gets a loan from the bank of $100K
· She does not have any assets but her grandma has assets worth $500K
· Bank asks her grandma to be a guarantor 
· When the banker tries to explain to her grandma what she’s committing to, she said she does not care about the details but just want to help B
· Grandma signs the guarantee and SA, which she does “without reading or receiving any explanation”
· Should the bank worry that grandma might not have fully understood the legal obligations?
· Informed consent of guarantor:
- the facts are not good for the bank
- she signs the guarantee and security without reading or receiving information
- the guarantor is not enforced to pay the creditor

Case #10  Page 607
· G has line of credit with Bank. This line of credit is secured on assets G’s has or will have in future 
· Bank filed a FS to register its SI on 1 March 2013
· In june 2013, G bought a boat from West End on conditional sales contract for $15K
· That contract required G to make monthly payments for 5 years
· West End held ownership of the boat as security for G to make payments 
· West End assigned its SI in boat and conditional sales contract to Spring
· At the end of 3 years, G defaulted his payment on conditional sales contract and to the bank
· Bank seized the boat
· What should Spring do? 
· G has line of credit with the bank 
· Bank has a SA on present & after acquired prop.
· Therefore, Bank has PMSI so bank take over the boat 
· West End has No PMSI, therefore no protection because they did not register. 
· What should Spring have done to protect its interest? 
· West End should have registered the FS within 15 days 
·  West End has no perfected interest 

PMSI EXAMPLES 
Example 1:
· D gives SA to bank with SI In present and after – acquired property
· Bank registers FS
· D buys a car from a dealer on credit 
· Dealer registers a FS within 10 days of D getting possession of car
· Who has the superior SI in Car?
· Dealer does because the dealer has PMSI.   
· Bank had GSA, contract and had perfected attachment
· If you want PMSI in collateral:
· Register within 15 days 
Example 2:
· D gives GSA to Bank with SI in present and after – acquired property
· Bank registers FS 
· D buys inventory from supplier on credit
· Supplier notifies all SP that had already registered FS indicating an interest in inventory. The supplier then registered a financing statement after D received possession of the inventory 
· D defaults on payments to the bank and to the supplier 
· Whose SI has priority? Bank or the supplier?
· The bank has priority because the supplier registers after D receives the inventory
· The supplier has a SI on inventory but not a PMSI
Example 3 
Jan15 – ATZ borrows $1M from the bank 
Jan. 15 – ATZ grants the bank a GSA in all present and after-acquired personal property. Bank registers FS
April 9 – ATZ leases a truck from a truck dealer and the truck dealer registers FS 18 days after ATZ received possession
June 10 – ATZ buys inventory on credit from supplier. Supplier registers FS before ATZ received possession of the inventory 
Aug. 1. - ATZ defaults on all payments 
· Whose SI has priority and against what assets?
· Bank Perfected interest 
· Bank has PMSI 
· Truck dealer was late on PMSI (18 days instead of the required 15) 
· Bank has PMSI in inventory but truck dealer did not give notice to other interests. Truck has perfected interest but 2nd after bank.
· NB any lease greater than a year, one has to register a FS 
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