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The Law Commission was established by the Law Commission Act
1985 to promote the systematic review, reform and development of
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FOREWORD

*
-

This report represents a major stage in reforming a vital but sadly
deficient area of our commercial law - that relating to the way in
which a lender can obtain security for a debt by taking an interest in
the borrower's personal property. Such security is analogous to the
situation where a person borrows money and gives the lender a
mortgage over land. Personal property (all kinds of property other
than land) comes in many different forms — normally moveable (for
example, motor vehicles), and sometimes intangible (for example,
rights under a patent or other intellectual property). The law
provides in various ways for the recognition and protection of
securities in relation to such property; in particular it regulates the
position when the property is sold or the owner of the property
becomes insolvent and questions of priorities between the holders of
various types of security must be resolved.

The present law relating to personal property security is complex and
difficult, but there is widespread agreement among those who must
operatg in the field that it is in great need of fundamental reform.
That Iaw is presently found both in judge made common law rules -
including the "nemo dat" rule (that one person selling property to
another can transfer only the title that he or she has, and that the
purchaser must lose out to any prior owner with better title) and the
various exceptions to that rule designed to protect innocent
purchasers who pay the full price in a belief that they are obtaining
good title — and in legislation, mainly the Sale of Goods Act 1908,
the Chattels Transfer Act 1924, and Part IV of the Companies Act
1955.

The Law Commission's involvement in this area is perhaps inevitable,
given its statutory responsibility to clarify the law and make it "as
understandable and accessible as practicable" (Law Commission Act
1985, s.5), but has been unavoidable since the Minister of Justice's
1986 reference to the Commission of a review of the Companies Act
1955. Preliminary consultations quickly confirmed that Part IV of
the Companies Act - dealing with registration of charges (that is,
property security given by companies) - ought properly to be
considered in the wider context of personal property security laws,
including the Chattels Transfer Act.

Further confirmation of that point resulted from a NZ Law Society
seminar on chattels securities which was held in various centres
throughout New Zealand in mid-1987 and prepared and led by
Professor John Farrar, Dean of the Law School at the University of
Canterbury, Christchurch, and Mr Richard Scragg, a Christchurch
lawyer. Professor Farrar subsequently submitted a memorandum to
the Law Commission which argued for fundamental reform and a
thorough investigation of Article 9 of the American Uniform
Commercial Code (the chapter in the Code which deals with secured
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transactions and in personal property) and recent Canadian
legislation modelled on Article 9. The Commission accepted the
need for suchan investigation and retained Professor Farrar and Mr
Mark O'Regan, a Wellington partner in the law firm of Chapman
Tripp Sheffield Young, practising in this area of the law, to visit
North America, review the US and Canadian systems in operation,
and report back to the Commission.

Professor Farrar and Mr O'Regan visited North America in
February/March 1988 making enquiries in five jurisdictions: Michigan
and Illinois in the USA; and Ontario, Saskatchewan and British
Columbia in Canada. As their report indicates, they were most
favourably impressed with the simplicity and speed of the
registration systems they saw in those jurisdictions. Their
favourable conclusions were made known to and generally applauded
at a series of insolvency law seminars held in Auckland, Wellington
and Christchurch during April 1988. Those conclusions were also
confirmed by the submissions made in response to the Law
Commission's discussion paper on reform of the Companies Act 1955
which included questions relating to Part IV and the possibility of
comprehensive reform along the lines suggested in this report. ‘

Since the Farrar/O'Regan report was submitted to the Commission,
the British Columbia Ministry of Finance & Corporate Relations has
released a draft Personal Property Security Act for public review
and comment (Appendix L to the report), with the intention of having
an Article 9 based system in place in the Northern Hemisphere spring
of 1990. The present British Columbia law is quite similar to the
present New Zealand law and it is of interest that the British
Columbia government sees their proposed change as leading to a
removal of many existing impediments to investment in that
province, and to facilitating development of secured financing
arrangements - thus generally enhancing business activity. The
Farrar/ O'Regan report also records that there is reason to believe
that a similar move may be recommended in the United Kingdom.

The Law Commission is extremely grateful to Professor Farrar and
Mr O'Regan for the professional and conscientious way in which they
carried out their research in North American and for their prompt
production of a detailed and valuable report. The Commission agrees
with the central thrusts of the report. In particular the Commission
believes that -

a) the present law is complex, uncertain, anomalous, and
inflexible;
b) there is an overwhelming case for reforms which will result

in a comprehensive system for appropriate legal recognition
and ranking of the various rights and interests in personal
property — a system that is easily understood, efficient, and
cheap; and

c) the next stage in the reform process is the preparation of
draft legislation — based on contemporary North American
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models with appropriate adaptations for New Zealand
conditions — to replace both Part IV of the Companies Act
1955 and the Chattels Transfer Act 1924.

Accordingly the Law Commission will move quickly to prepare draft
legislation, and is hopeful that a final report - comprising a Bill
together with a commentary — can be submitted to the Minister of
Justice later this year, in advance of the final report on the wider
Companies Act review.

Although the Commission is satisfied that there is an informed
consensus in favour of the recommendations in the report, it would
welcome written submissions - in particular, on the detail of
Saskatchewan and draft British Columbia models (Appendices D and
L). Because of the timetable proposed for a final report on this
topic, any such submissions should be prepared and forwarded as a
matter of urgency.

Law Commission
Wellington

May 1988
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SUMMARY OF REPORT

1. This report is about the problems of competing claims to
personal property (that is, property other than land) and the need
for an effective legal regime to deal with them. We favour compre-
hensive amendments to the relevant provisions of the Sale of Goods
Act 1908 and a greatly improved system of registration of security
interests in personal property. Although we considered -~ the
alternative of no registration we rejected it as a viable

alternative because:

(a) the social costs are too great:

(b) the cost of title insurance is likely to exceed the cost of a
system . of registration which in North America operates
efficiently at low cost to the public and produces a net
profit for the public revenue, and

(c) almdst all developed systems in common law jurisdictions have
opted for a system of registration.

We therefore recommend a system of registration of all consensual
security interests (and certain other interests) in personal
property in a mnational, computerised registry. This would be
subject to certain exemptions. These reforms would solve the
problems of consumer protection, facilitate the provision of
consumer credit and, with the greater sophistication which they have
over the existing law, facilitate commercial as well as consumer
financing operations.

2. The report is the result of (i) a study of the Chattels
Transfer Act 1924 and company charge provisions of the Companies Act
1955 made by John Farrar -"and -Richard Scragg, (ii) a study of
Australian motor vehicle and company charges laws made by John
Farrar, and (iii) a visit which we both made to the United States
and Canada at- the request of the Law Commission to investigate the
suitability for New Zealand of the system adopted in Article 9 of
the Uniform Commercial Code and in legislation of certain Canadian
provinces which is based on Article 9.

The problem and the solution

3. The inadequacy of the Sale of Goods Act 1908 to protect the
innocent consumer from sales without title and the Chattels Transfer
Act 1924 and the company charges provisions of the Companies Act
1955 to provide an efficient and fair system of registration of
security interests in personal property have been well documented on
many occasions, and we have sought in the Report to highlight those
inadequacies which, we believe, are so serious as to warrant urgeat
action. Although our visit to the United States and Canada was
short, it was carefully planned and we were able to consult with a




broad cross section of parties involved in the adoption of the
reforms in those jurisdictions and the day to day use of the system
which resulted from those reforms. We were impressed by the
uniformly favourable reports which we received of the Article 9
model, especially those of the practitioners and finance company
executives who are required to operate on the system on a day to day
basis.

4, The Article 9 system or legislative regimes based on it have
now been adopted in all but one of the states of the United States
and in three provinces and one territory of Canada. Because of the
similarity of the problems inherent in the current New Zealand law
and those which faced the reformers in Ontario and Saskatchewan, we
believe that the experience of the Canadian provinces which have
adopted Article 9 systems should provide the base from which
appropriate legislation for New Zealand conditions can be prepared.

5. The most obvious deficiency in the current New Zealand law is
its lack of coherence, and the uncertainty which results from that.
Under the New Zealand system, the legal requirements for the grant
of a security interest in any personal property will depend on:

5.1 the nature of the debtor - whether it is a corporate or non
corporate body:

5.2 the nature of the personal property  over which security is
given;
5.3 the form of the documentation - whether it is expressed as

being a charge, hire purchase, finance, lease or other legal
form of security interest.

The object of any reform should be the creation of a system which is
consistent, easily understood, inexpensive to maintain and, above
all, which creates an environment which leaves the greatest possible
freedom to creditors and debtors to regulate their affairs as they
see fit, while ensuring that there will not be any unpredictable
consequences of using one legal form over another as is now the case.

Consumer protection

6. A primary object of such a system would be the protection of
parties dealing with property which is the subject of a prior
security interest, which gives rise to the need to reform the
provisions of the Sale of Goods Act governing the Nemo Dat rule.
However, we believe that, apart from those changes, any legislation
to reform the law relating to persomal property security should not
contain specific consumer protection provisions which overlap with
those already provided in the Credit Contracts Act 1981 and the Fair
Trading Act 1986. Consumer protection measures should be dealt
with in specific legislation which applies to all types of credit
transactions, not just those involving the granting of a security
interest in personal propéerty, and we believe the only way to
maintain a consistent and coherent consumer protection regime is to



ensure that consumer protection provisions are contained in their
own comprehensive statute with its own distinct policy.

Basic concepts

7. As we describe later in the Report, the basis of a sound system
of regulation of personal property security is that:

7.1 all secured transactions, regardless of their 1legal and
technical form, should be regulated in the same manner;

7.2 ‘any purchaser in good faith of personal property should not
be deprived of title because of the existence of a security
interest of which the purchaser was unaware and did not have
any means of becoming aware;

7.3 in order to ensure that such purchasers can become aware of a
security interest, and conversely secured parties can protect
their secured interest, a simple and cheap registration and
information system should be established.

8. The Article 9 system is based on two fundamental concepts,
namely:

8.1 attachment;

8.2 perfection.

In essence, attachment takes place when a debtor having rights in
certain property grants a security interest in that property to a
creditor, and the creditor gives value. Perfection is a further
step which is necessary to ensure that the priority of the creditor
is preserved against other security interests in the property and
certain other interests. Article 9 provides for perfection to be
achieved either by the _creditor taking possession of the secured
property or = the creditor registering notice of the security
interest. The registration system is simple and cheap and, in all
Canadian jurisdictions and many United States jurisdictions,
computerised to ensure ease of searching.

Registration

9. We saw the registration systems in operation, and were
impressed by the efficiency of them, and the cheapness of
registration and searching. In both Ontario and Saskatchewan we

were informed on an informal basis that the authorities would be
prepared to share their computer software with New Zealand if we
wished to establish similar registration systems here, and we,
therefore, believe that the establishment of a computer based
registry would not be a major undertaking. In all of the registries
we visited we were informed that the registries operated at a profit
and were revenue earners . for their govermments, despite the fact
that the cost of registration (in the vicinity of NZ$6-10) was
considerably cheaper than the present $60  registration fee for
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company éharges in New Zealand. In Saskatchewan, which was the most
modern of the registries which we investigated, provision was made
for searches to be made by telephone to the central registry in the
provincial capital, and provision was also made for search
certificates (effectively guaranteed searches). In addition the
registry, although recording security interests by reference to the
debtor, had a cross referencing system which allowed for searches to
be made of property which could be identified by serial number (in
particular motor vehicles) by reference to the secured property as
well as by reference to the debtor. A copy of a search from the
Saskatchewan registry is attached to this Report (Appendix E).

Motor vehicles

10. There are a number of differences between the system adopted
under Article 9 and the Canadian systems, the most significant one
of which is the provision made for motor vehicles in the Canadian
system, whereas, as already outlined, the United States system for
motor vehicles is almost uniformly based on a title registration
system which incorporates notation of security interests on the
certificate of title.

11. Because of the tight deadlines in preparing this report for
the Law Commission and having it published, we have been unable to
consider in detail the provisions of the Motor Vehicle Securities
Bill which was introduced to the House just before this report was
finalised. However we shall be making detailed submissions to the
Commerce and Marketing Committee of Parliament on the bill in due
course, While we applaud the adoption of a system which creates
consistent rules for all types of "security interest", it appears to
us to be a great pity that this legislation deals only with security
interest in motor vehicles and does not attempt to provide a
comprehensive reform to the well acknowledged problems of the
Chattels Transfer Act and Companies Act registration systems. To
some extent it compounds those problems by creating another regime
which is dependent on a distinction between security interest over
motor vehicles and security interest over other personal property,
as well as maintaining the curreant distinctions between corporate
and non-corporate debtors.

12. We believe that a good case could be made for the adoption of
a title system for motor vehicles in New Zealand, and it may be that
if a registry is created under the Motor Vehicles Security Bill,
this could provide the basis for a title registry. We believe that
this would provide considerably greater protection for consumers,
since the so-called "ownership" papers, which are presently no more
than a record of the person entitled to the wuse of the motor
vehicle, would become exactly what the great majority of consumers
believe they are - that is, evidence of the person having title to
the motor vehicle. In addition, third parties would have a simple
and cheap way of recording their security interest in motor
vehicles, and consumers would be placed on notice of those security
interests without the need to search a register which may be unknown
to them or inaccessible to them, especially in the case of sales of
motor vehicles taking place on weekends.



13. We believe therefore that if it is desired to have a separate
regime for motor vehicles, that regime should be a title system.
_If it is intended ‘that only security interests in motor vehicles
should be registered then we believe that they should be treated in
the same way as security interests in other forms of personal
property, and that registration should therefore be on a
comprehensive register for all forms : of personal property
securities. The only special provision which would need to be made
in the case of motor vehicles would be for the normal debtor-based
registration system to have additional provision for the
incorporation of an identification number for the motor vehicle on
the registration system so that the register could be searched by
reference to either the debtor or the motor wvehicle. We do not
however believe that the registration number of a motor vehicle
would  be sufficiently permanent to be the basis of this
identification number, and that there would need to be some other
number which is indelibly engraved on the motor wvehicle and unable
to -be changed by a mere change of registration plates. This type of
identification is used in both the United States and Canada.

¥
Consumer goods

14, The Article 9 system makes specific provision for security
interests over consumer goods, allowing for perfection of security
interests without the need for registration. The rationale for this
is presumably the same as  that of the present exception in the
Chattels Transfer Act for hire purchase agreements relating to
*customary chattels", which are exempted from the registration
requirements of the Chattels Transfer Act. We believe that a good
case could be made for perfection of security interests in consumer
goods without registration, which would not only greatly reduce the
volume of registrations on a personal property security register but
would also recognise that the amount involved in such transactions
would be sufficiently -low -to  require creditors to self insure
against unauthorised dealings in consumer goods subject to security
interests. Provision would need to be made for a security interest
in consumer goods to be deferred in priority to the interests of a
purchaser in good faith for value without notice of the security
interest. It would also recognise the reality that any disputes
relating to consumer goods are likely to be referred to a small
claims tribunal rather than the ordinary courts because of the
amounts involved, and the exception for consumer goods could be
limited to goods having a value which is not more than the amount in
respect of which the small claims tribunals have jurisdiction.

Special provisions

15, As we indicate in the Report, Article 9 and the Canadian
derivatives of it have special provisions for financing of dealer
stock in trade (inventory), which largely overcome the difficulties
presently inherent in the "floating charge" concept, and in
particular the extension of a security interest in inventory to
cover the proceeds of sale or disposition of items of inventory.



‘Special provision is also made for goods which are fixtures or which
become mingled with other goods, and accessions. In general the
rules provide for a clear statement of the rights of competing
interests in such goods and minimise the need for 1litigation to
determine the rights of competing secured creditors.

Urgency

16. We believe that the time has come to stop talking about the
inadequacies of the current law relating to personal property
securities which have been recognised for over 20 years, and to take
immediate action to reform the law to overcome those inadequacies.
We are convinced that a system based on Article 9 is the model which
should be used for law reform, and we believe that the preparation
of draft legislation is something which a small committee of experts
drawing on the Canadian experience could achieve within a few
months. We also believe that the necessary computer registry could
be established in the same time frame as that which is proposed for
the establishment of a specific register for motor wvehicle
securities under the Motor Vehicle Securities Bill (which we
understand is intended to Dbe established by  October 1989),
especially since the computer hardware and software is already in
use in Canadian jurisdictioms. :

17. The basic structure of this report is a discussion of the
existing systems in New Zealand and the problems which they give
rise to followed by a discussion of ideas for reform, concentrating
on Article 9 of the Uniform Commercial Code and its adoption in the
Canadian provinces. We also consider motor vehicle title systems in
the U.S.A. and then the Australian reforms and current thinking in
the United Kingdom. We conclude with proposals for reform of the
Nemo Dat rule and a programme for the adoption of a Personal
Property Security Act. We recommend that work commence immediately
on the preparation of 1legislation based substantially on the
Saskatchewan Act, modified where necessary by. reference to the
British Columbia bill, and that the Commission recommends to the
~ Government that this 1legislation be introduced into the House in
conjunction with the Companies Bill which will result from the
Commission's report on the reform of company law.



PREFACE

The topic of reform of chattel security and company charges

law has been on the agenda of the New 2ealand Law Reform bodies for
well over twenty years. It received some attention from the
Contracts and Commercial Law Reform Committee and is on the agenda
of the Law Reform Division of the Justice Department. Last year the
New Zealand Law Society commissioned John Farrar to give a series of
seminars entitled "Chattel Securities - Revision and Update". These
seminars were given with Richard Scragg, them a Christchurch
practitioner. During these seminars it became clear that there was a
consensus amongst the legal profession attending the seminars that
comprehensive reform of chattel security law and company charges was
necessary and long overdue. The matter was considered in connection
with company charges. as part of the Law Commission's Review of the
Companies Act 1955 and is touched on in the discussion paper. John
Farrar was a member of the committee advising the Law Commission on
this refetence. As a result of the deliberations of the Contract
and Commercial Law Reform Committee and the Law Commission it became
obvious that there was a need to examine in more depth the law and
practice of systems which have adopted Article 9 of the U.S. Uniform
Commercial Code. This is the part of the Uniform Commercial Code
which deals with secured transactions in personal property. Article
9 has been adopted in almost all of the States of the United States
and modified versions have been adopted in Ontario, Manitoba,
Saskatchewan and the Yukon territory in Canada. At the moment there
is a likelihood that British Columbia will also adopt such a system
and there have been discussions along the same lines in the past in
Alberta. The Law Commission, therefore, sent us on a short visit to
the U.S.A. and Canada to examine these developments. Our
consultations were as follows:
1. We had a meeting with the Ontario Law Reform Commission where
Dr Allan Leal QC, the Deputy Chairman and a former Chairman of the
Commission, gave us the background to the adoption of the Personal
Property Security Act in Ontario. The meeting was also attended by
the Chairman, James Breithaupt QC and members of the Commission
staff.

2. We had a meeting with some of the original members of the
Catzman Committee whose report and draft bill led to the adoption of
the Personal Property Security Act and members of the Minister's
Advisory Committee. We met with Fred Catzman QC and Mr Donald
MacKenzie, both of whom were members of the original committee,
Messrs Bradley Crawford of McCarthy & McCarthy and James Heal of
Blake Cassels and Graydon who are also members of the Advisory
Committee. Later that day we also met with Messrs Peter Beattie QC
and John Murphy of McCarthy & McCarthy.

3. We had meetings with Messrs Anthony Morin, Michael Feldman and
Michael Rotsztain of Tory Tory DesLauriers & Binnington. Mr Morin
was a commercial Jlawyer and Messrs Feldman and Rotsztain were
insolvency lawyers.



4. John Farrar had a meeting with Professor Richard McLaren of the
University of Western Ontario, author of a standard text (and member

of the Advisory Committee) on the»Ontario Act.

5. We had meetings with the legal staff of the Canadian Imperial
Bank of Commerce. These were Messrs Derek Hayes, the Senior Vice
President and General Counsel, John Gillies, a solicitor in the
legal division and Brian Quinlan, the Assistant Gemeral Counsel,

6. We had a meeting with staff of the Royal Bank of Canada. These
were Messrs John Burnett QC, Senior Vice President and General
Counsel, Edwin Rowan-Legg, District Counsel for Ontario and Jess
Huggate, Assistant General Counsel, Corporate/Investment Banking and
Treasury (Toronto). ‘

7. We had a meeting with Professor Jacob Ziegel of the University
of Toronto Law School and Chairman of the committee which drafted
the model Personal Property Security Act. Professor Ziegel is also
a member of the Minister's Advisory Committee.

8. We had an informal meeting with Professor Michael Trebilcock
also of the University of Toronto Law School and a New Zealander by
origin. Professor Trebilcock specialises in commercial law and law
and economics.

9. We had a meeting with Ms Rosemarie Gage, Registrar of Personal
Property - Security in Ontario. Ms Gage conducted us round the
Registry.

10. We had a meeting with Mr Henry Ozolins, Registrar of Companies
who conducted us round his Registry. ‘ '

11. Mark O'Regan had a meeting with Mr Derrick Tay of Osler Hoskin
& Harcourt. ’

12. John Farrar had a meeting with Professor Benjamin Geva of
Osgoode Hall Law School, a specialist in secured transactions and
banking 1law, and also with a representative of the Consumers
Association.

'13. We had a meeting with staff of Ford Motor Credit Company in

Dearborn, Michigan. These were Messrs John Giffels, Associate
Counsel, International Operations, Robert Aitken, Attorney, Jerry
Sluggett, Senior Attorney (Litigation) and John Gregorovich, Legal
Officer of Ford Credit Canada Limited. During the course of these
discussions we were provided with a folder of materials relating to
the procedures of Ford Motor Credit Company in complying with
Article 9 of the Uniform Commercial Code and with s;mllar materials
relating to Canada.

14. We had a meeting with Professors George Stewart and John Wilson
of the University of Windsor Law School and Professor Leon Lysaght
of the University of Detroit Law School. This, like the meeting
with Ford Motor Credit Company, gave us the opportunity for some
discussion of comparative law.



15. John Farrar met with Professor Ronald Cuming QC of the
University of Saskatchewan. Professor Cuming is a leading expert on
" Personal Property Security Law and was formerly a member of the
Saskatchewan Law Reform Commission. He is presently consultant to
the Government of British Columbia. John Farrar also met Ms Nancy
Hopkins, a Saskatchewan = practitioner whose practice includes
agricultural security. ’ -
16. John Farrar met with Mr Arthur Close, Chairman of the British
Columbia Law Reform Commission and with Dean Peter Burns QC, Dean of
the University of British Columbia Law School and also a member of
the Commission.

17. Mark O'Regan had discussions with Mr Jim Barnes of Baker &
McKenzie, Chicago, and at his suggestion met Ms Louise Blakely,
supervisor of the UCC Registry and Mr Dick Robinson, Registrar of
Corporations at the Department of the Secretary of State in
Springfield, Illinois.

In addition John Farrar has had a telephone conversation with
Mr Simon *Begg, a Melbourne practitioner and specialist in Personal
Property Security Law in Australia. Mr Begg supplied us with some
useful material on Australian law. ' -

In the course of writing our report we have not only
considered Article 9 systems in operation but have also considered
the alternatives of no registration and the recent Australian
reforms. Since we discovered the extent to which motor vehicle
security law in the U.S.A. is dealt with by motor vehicle title
systems we have included some discussion of such systems in the
report. It should, however, be noted that there are no motor
vehicle title systems in Canada and all motor vehicle transactions
are included in a Personal Property Security Act system.

We would like to -take. this opportunity of thanking all the
people mentioned above for their advice and hospitality. We took up
a disproportionate amount of their time and were very impressed by
their willingness to help us. There is no doubt in our minds that
such consultations are essential if New Zealand is to embark on such
a comprehensive reform. We consider nevertheless that this is the
right way to proceed.

John H Farrar
Mark A O'Regan
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I INTRODUCTION

The law relating to security over chattels and intangibles in
New Zealand is  in a mess. A distinguished American visitor
described our chattel security law as a "quagmire" (Prof. S 2
Riesenfeld, "The Quagmire of Chattels Security in New Zealand".
See too Prof. David Mclauchlan, "Contract and Commercial Law Reform
in New Zealand" [1984] 11 NZULR 36, 50). The principal reason for
the mess is that New Zealand inherited the English Bills of Sale
legislation (itself a mess) and the relevant provisions of the
companies legislation (an incomplete security system) and adapted
them to local needs, sometimes in a desultory way. (See G Cain,
"The Chattels Transfer Act - Oddities and Oddments" (1959) N2ZLJ
87). There have been, from time to time, particularly in the last
20 years, radical proposals for reform in the Commonwealth. They
have largely consisted of suggestions that we adopt something on the
lines of Article 9 of the Americam Uniform Commercial Code,
particularly as it has been adapted in certain of the Canadian
provinces. There are now plans afoot to deal with the specific
issue of security over motor vehicles in isolation based on recent
reforms in some of the Australian states, a reconsideration of our
company charges law by the Law Commission and, lastly, a re-opening
of the whole debate in the United Kingdom. :

There are various reasons why the 1law is in a mess.
Essentially they can be divided into two categories - those relating
to the facts and those relating to the law. There are certain
innate characteristics about chattels and intangibles which make

.title and security difficult. Chattels are everything that land is

not. They are of comparatively less value than land and are usually
depreciating and destructable. Except in cases where they can be
distinguished by some means such as recorded serial numbers they
cannot necessarily be identifiable one from another of the same
genus. They are mobile and can usually be sold without formality
(see David Allen et al "Credit and Security in Australia" p.76). .
Intangibles suffer from the fact that they exist only in

" contemplation of law. While they are difficult to conceive in

physical terms, security interests over them carry the problem of

abstraction ome stage further, The attempt to accommodate book
debts within the Chattels Transfer Act 1924 scheme has not been
particularly successful. Secondly, turning to the law itself,

there are three principal reasons for difficulty. These are:

(a) the lack of any functional basis for the law;
(b) conceptual difficulty and confusion;
(c) the incompleteness and incoherence of the  statutory

registration schemes.

The starting point for any consideration of chattel security must,
therefore, involve getting back to basics.
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II THE FUNCTIONS OF SECURED TRANSACTIONS LAW

The role of law in relation to the economics of property
relationships is to provide a definitive framework for those
relationships to facilitate exchange and financing transactions. 1In
addition the law of contract is concerned with facilitating the
voluntary movement of property rights into the hands of those who
value them the most (see Richard A Posner "Economic Analysis of Law"
3rd edition p.29). Most dealings in property represent voluntary
exchange and there is a close interaction between contract law and
property law.  Nevertheless property law on some occasions
recognises the validity of a forced transfer of property rights.
Although the basic rule is nemo dat quod non habet - no-one can give
what he has not got, there are exceptions in the case of bona fide -
purchasers.

Although these rules have grown wup without much immediate
regard tof economic considerations it is possible to identify certain
economic functions of the law. Where as between a provider of
credit and a third party the latter is better placed to avoid the
loss there is economic justification for the basic rule. Conversely
where it can be proved that it is cheaper for the credit provider to
take precautions it is arguable that the rule should be reversed. A
provider of credit may be able to monitor borrowers more easily than
can a person purchasing goods from another. This would particularly
be the case where the goods are consumer goods purchased from a
retailer.

‘It can be argued that in the absence of some form of
registration it is difficult for a third party to investigate the
title to goods or intangibles. Another factor is the relative
ability of the credit provider or third party to insure against the
risk of loss. Market insurance against fraud is more likely to be
available to the credit provider than is title insurance to a third
party. Alternatively a credit provider can self insure in the
sense of building a risk premium into its costs. On the other hand
. the availability of insurance against fraud may give rise to a moral
hazard in that the provider of credit will have less incentive to
monitor customers.

A system of chattel security and company charges law should
aim to provide a clear statement of the rights of parties engaged in
secured transactions and an efficient range of remedies. It is
taken “as axiomatic in Common Law systems that this necessitates a
system of public registration. The purpose of a system of public
registration is to ensure that third parties are put on notice of
what would otherwise be a hidden security interest. Registration
provides the machinery for a secured party to give public notice of
his or her security interest and preserve its efficacy against third
parties. Failure to register entitles the third party to ignore the
security interest, even in some systems where there is knowledge of
the unregistered security interest (R M Goode "The Modernisation of
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Personal Property Security Law" (1984) 100 LQR 234, 238-9). This
has been the dominant theory for over one hundred years and is the
basis of the Torrens system of Land Transfer. It is not necessarily
adopted in some of the member states of the E.E.C. whose systems
follow a "Possession vaut titre" (Possession is equivalent to title)
regime. We discuss this later but suffice it to say here that the
absence of registration in such systems is compensated to some
extent by a  sophisticated concept of good faith which seems a
problematic basis for a modern system.

Another function of a registration system is that it may
enable an intending credit provider to obtain information regarding
the customer's credit worthiness. This was a principal rationale of
the English Bills of Sale legislation. This legislation does not
provide for indefeasibility of a security interest. The companies
legislation on the other hand attempts to serve both functions
albeit in an imperfect way.

There are different systems of registration possible. First,
there can be a Register of Title to Goods. No system in the world
has a comprehensive system of registration of title to goods. This
would be too costly and impractical. The earliest title register
was in respect of merchant ships, chattels of high value, and this
was one of the influences on the development of the Torrens system
of land title registration. Many jurisdictions in the United States
have a title system in respect of motor vehicles. New Zealand and
most jurisdictions in the commonwealth have a system of registration
of motor vehicles which does not rest on title but on the right to
possess.

The second kind of register is a register of security
interests. The present systems in force in New Zealand are examples
of this. Both are based on instrument filing (i.e. a copy of the
entire security document must be filed) rather than notice filing
(where public notice of the existence of the security interest only
is given) and both are debtor based (i.e. indexed by reference to
the debtor) rather than asset based (i.e. indexed by reference to
the secured property). Recent reforms in Australia have introduced -
a system of asset based registration of security interests in
respect of motor vehicles.

All systems of registration should arguably be justified on a
cost benefit analysis. It has been suggested that the main criteria
should be:

1. That the costs should be less than the losses sought to be
avoided. '

2. The costs should be less than the cost of the prevention
possibilities open to the cheapest cost avoider.

3. The net benefits of a statutory registration system should
exceed those of a private scheme.

It is difficult to obtain the information necessary to answer
these questions. The cost of maintaining the existing registries
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are not separated from the costs of running the High Court
registries and companies registries. The present level of fees in
.New Zealand suggests a costly system or hidden taxation. The fees
are much higher than in the U.S.A. or Canada and the differences are
not solely accountable by economies of ‘scale. The information
necessary to provide an intelligent answer to the second factor
listed above is simply not available and there has never been any
private scheme in operation in New 2Zealand. The weaknesses of
overseas private schemes to solve all the problems in this area were
demonstrated by the House of Lords decision in Moorgate Mercantz.le
Co Ltd v Twitchings [1977] AC 890.

(Much of the above discussion is based on a forthcoming
Australian work, Duggan, Begg and Lanyon, "Requlated Credit - The
Credit and Security Aspects"”, an intellectual debt which we
gratefully acknowledge.)

An efficient system of secured transactions law will
facilitate the debtor's goal of wishing to borrow money or obtain
goods or services on credit. Although some creditors will be.
willing to extend credit unsecured many will not and will seek
either a guarantee or security. Those which are prepared to lend
unsecured will usually expect a risk premium, meaning more expensive
credit for the debtor. The creditor's goal will be to obtain
repayment plus a profit on the transaction. Security serves as a
monitoring device and reduces monitoring costs for a creditor
(T Jackson and A Kromman "Secured Financing and Priorities Among
Creditors” (1979) 88 Yale LJ 1143 but compare A Schwartz "Securing
Interests and Bankruptcy Priorities: A Review of Current Theories"
(1981) 10 J Legal Stud. 1). The guarantee or other collateral
facilitates rapid credit decisions and 'is the creditor‘s safeguard

against the risk of default. "Security is desirable because it
makes available summary legal procedures that bypass the slowness
with which the mills of justice grind" (Homer Kripke "Law and

Economics: Measuring the Economic- Efficiency of Commercial Law in a
Vacuum of Fact" (1985) 133 UPaLRev 929 at 948).

In addition to the above goals the law sometimes seeks to
maintain a balance between the parties, prohibiting the c¢reditor
from taking advantage of the debtor's weakness. Such intervention
'is justified on the basis of market failure. The modern tendency
overseas, however, is to separate consumer protection 1legislation
from chattel security and company charges law. The two systems of
security law and consumer protection are regarded as being parallel
systems. '



-

&
&
f’g.
g
&
B
)

)
|
|
i
I
.
!,

14

III BASIC LEGAL CONCBPTSV

1. Basic classifications
Real rights and personal rights

A person has a real right in chattels when he or she has an
absolute or 1limited interest in them, that is, he or she is the
owner or in possession as bailee. If the owner of goods agrees to
sell them the buyer merely acquires a persomal right. As far as
goods are concerned a person cannot have a real right in the goods
in any event unless they have been identified. Our law, unlike
U.S. law, does not recognise property in an unascertained part of an
ascertained bulk. However, it is possible to have ascertainment by
exhaustion: Wait & James v Midland Bank Ltd (1926) 31 Com.Cas.
1972; KRarlshamns Olijefabrike v Eastport Navigation Corp ([1982] 3
All ER 208.

The principal significance of real rights lies in insolvency
of the debtor. In effect a creditor with a real right contracts out
of insolvency whereas a creditor with merely personal rights has to
prove as an unsecured creditor. This assumes crucial significance
in the case of the so-called Romalpa or reservation of property

.clauses which we deal with later. = Normally, ownership is

transferred by consensual transfer. However, it is possible in the
case of goods for a person to acquire a good title under ome of the
exceptions to the Nemo Dat rule which we deal with later.

Possessory and non-possessory rights

It is sometimes said that possession is 9/10ths of the law.
Although this is a layman's addage there is some legal justification
for it. Possession is itself a real right, exercisable against
everyone except a person having a better right to possession (R M
Goode "Property Rights and Insolvency in Sales Transactions" p.5).
At common law a person who is not the owner but holds possession is

‘treated by the law as the owner and is entitled to legal protection

against everyone except the true owner or a person deriving title
through him, In other words the common law adopts a relativist
approach. There are three principal forms of possession of goods at
common law. First, there is actual physical possession; secondly
there is possession of articles giving physical control e.g. the
keys to a warehouse where the goods are stored; and the third is
possession through a bailee who agrees to hold the goods to the
bailor's = order. This is called constructive possession.
Sometimes the term attornment is used. Attorning is when A holds
goods for B who sells them to C and instructs A to hold them to C's
order. A then "attoras" to C. Possession is also relevant to the
classification of securities. Some securities are possessory and
some are non-possessory. Possessory securities are the pledge or
the possessory lien. The basic non-possessory securities are the
chattel mortgage, the instruments by way of bailment (conditional
sale, hire purchase and lease agreements) and the equitable charge
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(see D W McLauchlan "The Concept of 'Charge' in the Law of Chattel
Securities" (1975) 8 VUWLR 283 at p.285. We shall have more to say
. about this later.

Equitable interests and mere equities

Equitable interests were originally mere rights in personam
but now have almost proprietorial status, ie, they are enforceable
against anyone other than a bona fide purchaser for value without
notice. -Mere equities on the other hand are purely personal
equitable rights e.g. the right to have transactions set aside for
fraud or to claim rectification. They are not rights in property
and even a bona fide purchaser for value of an equitable 1nterest
without notice of a mere equlty takes free of it.

2. Different i f securiti ver chattels and intangibles
Legal mortgage

af mortgage of chattels takes the form of an absolute
assignment of ownership to the mortgagee with a proviso for the
reassignment of the property when the debt has been repaid. It is
analogous to the mortgage of unregistered land at common law.

Equitable mortgage

There are two types of equitable mortgage. First, an
equitable mortgage of legal property which exists where there is an
express contract to create a legal mortgage or an informal attempt
to create a 1legal mortgage. Secondly, there is an equitable
mortgage of an equitable interest, e.g. a second mortgage or a
mortgage of future chattels (see further D W McLauchlan, "“The
Concept of 'Charge' in The Law of Chattels Securities" (1975) 8
VUWLR 283, .286). It -is -interesting to note that it was only
possible in equity to give a mortgage of future chattels. At
common law a contract ‘to -assign future chattels conferred
contractual rights but did not operate as an assignment, present or
future. This general proposition was subject ' to certain
~qualifications, the main one of which was that the contract could
pass the legal title on the performance of a later mew act. Although
the Sale of Goods Act 1908 has superseded this in relation to
contracts for sale of goods the principle still applies. in the case
of a mortgage. There is some interesting law on what constitutes a
new act for this purpose. It seems that no new act can be selected
which is not one of the ordinary steps involved in the passing of
title (E J Sykes, "The Law of Securities", 4th edn, 538-539).
Another interesting point is that there is scarcely anything which
corresponds to an equitable mortgage of land by deposit of title
deeds. There are no recognised title deeds to chattels as such.,
Certain documents are sometimes referred to as documents of title
e.g. bills of lading and dock warrants but these are exceptional.
Even in the case of such documents it is only the bill of lading
which is quasi negotiable and even here there must be an endorsement.
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Equitable charge

An equitable charge differs from an equitable mortgage
although the distinctions are sometimes rather tenuous. In the
| case of chattels the matter seems to be one of intent. 'In a charge
| the debtor only intends to give 1limited rights exercisable on
| default over his property (Sykes, op cit. 543). The essence of a
| charge is that it is a mere encumbrance attaching to the property
| ' and does not transfer any recognised ownership interest to the
creditor (McLauchlan, op cit. 289). However, recent cases om the
j ' floating charge which we consider below indicate that there is some
| kind of equitable interest before crystallisation and it would
appear that if this is so in the case of a floating charge, then
a fortiori it is so in the case of a fixed charge. Indeed there
has been a tendency in the legislation to assimilate mortgage and
charge.

Floating charge

A floating charge is a species of equitable charge which does
not affix until crystallisation when it becomes a fixed equitable
charge. Crystallisation occurs on the appointment of a receiver,
winding up, cesser of business and the happening of an express
crystallisation act or event. At the very least a floating charge
gives rise to a bundle of equities before crystallisation and it is
arguable that these amount to some kind of equitable interest,
defeasible by reference to the company's power to carry on business
in the ordinary course.

TR

TR A

Pledge

A pledge is a transaction whereby possession of goods (or in
some cases documents of title to goods) are delivered to the
creditor by way of security. The essence of the security is
possession but the creditor does receive what is sometimes termed a
"special property"” which empowers him to sell the goods in the event
of default (Re Morrit (1886). 18 QBD 222, 232, 234; McLauchlan op .

~cit. 287). Since the pledge is dependent on possession a loss of
possession means- a loss of the pledgee's rights unless possession
has been given for a limited or special purpose (McLauchlan, op cit.
287). The pledge is in fact the 1legal opposite of chattel
mortgage. In the case of a pledge there is a transfer of possession
but not ownership. In the case of a chattel mortgage there is a
transfer of ownership but not possession. However some writers
emphasise that possession itself is an ownership right (Sykes,
Goode) .

Lien

There are two main types of 1lien. First, there is the
common law lien which depends on possession and arises by operation
of law., Secondly, there is an equitable lien which does not depend
on possession but takes effect as a charge. The difference between
a common law lien and a pledge is that a pledge arises by reason of
contract whereas a common law lien arises by operation of law.
However, recent cases have recognised that it is possible to have a
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contractual lien (Waitomo Wools (NZ) Ltd v Nelsons (NZ) Ltd [1974] 1
NZLR 484 (CA)). It is debatable, however, whether this is .a lien
_or a right analogous to a lien. In addition certain liens are
conferred by statute. '

Hypothecation

Hypotheca was a species of . security in Roman law.  In .
essence it 1involves security rights which only arise. on default.
Salmond described it metaphorically as merely a shadow cast by the
debt upon the property of the debtor. Although the term hypotheca-
tion is used in the common law e.g. letters of hypothecation in
banking law, Sykes argues that the concept of hypothecation is
embodied in the charge (Sykes, op cit. 19). This may overstate the-
case in the sense that not all charges are hypothecations.  Thus a
floating charge, and a fortiori a fixed equitable charge over
chattels, creates an. interest before default.

Rights arising by reason of bailment

A pure bailment does not give rise to a security right. The
matter is complicated in New Zealand because the Chattels Transfer
Act 1924 includes instruments by way of bailment., This is unlike
many other systems of law. However, there are two types of bailment
which conventionally are not regarded as securities but which
commercially amount to security. These are hire purchase and
conditional sale. The nature of hire purchase properly so called
is a contract to hire (a species of bailment) coupled with an option
to purchase. A conditional sale is a species of sale of goods where
the property does not pass until the price has been paid. We shall
have more to say about these when we discuss the Chattels Transfer
Act.

Reservation of property or title

In the last ten years there has been an increase in so called
reservation of property or title clauses. ~ Although the term
reservation of title is most commonly used title is, however, only
used in the Sale of Goods Act in the context of the exceptions to
Nemo Dat. There are two types of reservation of property clause -

the simple and the complex. A simple reservation of property
clause is in fact a type of conditional sale usually without a
prolonged period of credit. A complex reservation of property

clause is one which attempts to extend beyond the original property
sold to the proceeds of a sub sale in the hands of the original
buyer or to mixed goods. There are problems with complex clauses as
they may give rise to an unregistered charge. Attempts have been
made to couple a reservation of property clause with an equitable
right to trace. The attraction of this is that, if effective, it
gives rise to rights which are akin to security without the
necessity of registration under the Chattels Transfer Act or
Companies Act.

Securities over choses in action

There are three types of security which can be granted over
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choses in action - a mortgage, charge and in some cases a possessory
security. A mortgage and charge take effect by way of assignment.
The nature of assignment, however, is that it is by way of mortgage
or charge.

This list is not exhaustive. The law relating to each device
can and does differ in significant respects. The steps required to
create a security interest differ from device to device as do the
steps taken to perfect the security interest. Some, but not all,
of these distinctions can be Jjustified on historical and legal
conceptual terms but few on functional grounds. There is no reason
why corporate securities should differ markedly from non-corporate
securities except where the corporate form itself is material. To
say for instance that only a company can create a floating charge
begs the question of why. Nevertheless this substantially
irrational and nonfunctional system still obtains in New Zealand,
the United Kingdom and Australia and its irrationality and lack of
functional awareness is classically highlighted in the case of
priorities.
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IV CONFLICTING CLAIMS TO CHATTELS
AND INTANGIBLES

There are three types of situation where conflicting claims
arise in relation to chattels and intangibles and where the law has
to determine priorities.  The first is where both parties claim an
absolute interest in the asset. In this situation the winner
usually takes all and the rule is encompassed in the common law rule

of nemo dat quod non habet. There is no question of
subordination. Only defeasability under one of the exceptions to
the rule. The second is where omne party claims the - absolute

interest and the other a limited interest. Here the sole question
is where the absolute interest is subject to the limited interest.
A typical situation would be a common law lien or the subjection of
a book debt to an equity such as the right of set off or charge.
The third arises where each party claims a limited interest. Here
the question is strictly omne of priorities. The recognition of one
claim does not necessarily destroy the other but usually merely
subordinftes it (R M Goode "Commercial Law" 68-69).

1. Validity and the Nemo Dat_rule

Where property in goods has not passed to a buyer, subject to
certain exceptions, he or she cannot confer a good title on a
sub-buyer - nemo dat quod non habet, no one can give a better title
than he or she possesses. This general rule is contained in s.23(1)
of the Sale of Goods Act 1908 which provides that, subject to the
provisions of the Act, "where goods are sold by a person who is not
the owner thereof ... the buyer -acquires no better title to the
goods than the seller had ...". However, the rule is subject to
certain exceptions which are necessary in the interests of justice.
In  Bishopgate Motor Finance- Corp- v Transport Brakes Ltd [1949] 1 KB
332, 336-7 Denning LJ said:

“In the development of our law, two principles have striven
for mastery. The first is the protection of property. No
one can give a better title than he himself possesses. The
second is the protection of commercial transactions. The
person who takes in good faith and for value without notice
should get a good title. The first principle has held sway
for a long time, but it has been modified by common law
itself and by statute so as to meet the needs of our times.”

" In essence the law is faced with 'a conflict between two
proprietary interests - the interest of the true owner and the
interest of a bona fide buyer without notice. The Nemo Dat rule is
ancient - indeed a similar rule is found in Roman law as the Latin
maxim would suggest - but the exceptions to the rule are modern and
“Salmond on Jurisprudence" 12th edition, edited by P J Fitzgerald
p-441 states that "we may anticipate that the future course of legal
development will show further derogations from the early principle”.
The exceptions are of two kinds; (a) those due to the separation of



20

ownership from possession and (b) those due to the separation of
legal from equitable ownership. . In this section we are primarily
concerned with (a) although aspects of (b) are occasionally
relevant. Continental systems go much further than common law
systems in recognising the doctrine that the possessor of a chattel
can confer a good title to it. Thus Article 2279 of the French
Civil Code lays down the principle 'en fait de meubles la possession
vaut  titre' - in the case of moveables possession is equivalent to
title. 1In all continental systems, however, the rule is subject to
exceptions. (See (Salmond op cit p.442). UNIDROIT in its draft
convention providing a uniform law on the acquisition in good faith
of corporeal moveables laid down a similar principle (see (1975)
Uniform Law Review 68)., See in particular the text of articles 5-11
of the convention. See too Sir Tom Smith QC "Property Problems in
Sale" (1978), chapter VI.)

- The exceptions to the Nemo Dat rule are contained in the
wording of ss. 23(1) and (2), 25, 26, 27 and 28 of the Sale of Goods
Act.. The wording of s.23(1l) protects a person who buys from someone
selling goods with the authority or consent of the owner and also
deals with the situation where the owmer is, by his or her conduct,
estopped from denying the seller's authority to sell, Section
23(2)(a) provides that nothing in the Act shall affect the
provisions of the Mercantile Law Act 1908 which deals with the

‘authority of a mercantile agent to dispose of goods and s.23(2)(b)

deals with the validity of a sale under a special common law or
statutory power of sale or under the order of a Court of competent
jurisdiction. Section 24 provides that the law relating to market
overt does not apply in New Zealand. (At common law sales in market
overt were protected. Only certain sales fell under this heading.)
Section 25 deals with a sale under voidable title. Section 26 deals
with the revesting of property in stolen goods on the conviction of
an offender and s.27 deals with .a sale by a seller or buyer in
possession after a sale. Section 28 deals with the effect of writs
of execution. We will now deal with the more important exceptions.

.2, Estoppel

The basis of this exception is the wording in s.23(1) "Unless
the owner of the goods is by his conduct precluded from denying the
seller's authority to sell". There are two species of estoppel for
this purpose - estoppel by representation and estoppel by megligence.

2.1 Estoppel by misrepresentation. In order to constitute an
estoppel by misrepresentation it must be proved: (1) that there was
a representation of fact; (2) that it was not ambiguous; and (3)
that the injured party relied on it.

While these principles are reasonably straightforward their
application to the facts is often quite complex. ~

2.2 Estoppel by negligence. In order to constitute estoppel by
negligence there must be shown to have been a breach of a duty of
care. Normally there is no duty of care on an owner of property to
see that it does not get lost or stolen.



The Ontario Law Reform Commission in its Report on Sale of

Goods (1979 Vol. II p. 316) recommended that the exception should be

" broadened to include cases where the owner of goods has failed to

exercise reasonable care in the entrustment of the goods and the

buyer has exercised reasonable care in buying the goods and has

acted in good faith. It is thought that a similar amendment should
be made to New Zealand Law.

3. Sale by mercantile agent

Section 23(2)(a) provides that nothing in the Act shall
affect "the provisions of the Mercantile Law Act 1908, or any other
enactments enabling the apparent owner of goods to dispose of them
as if he were the true owner thereof ..." Section 3(1) of the
Mercantile Law Act 1908 provides that "Where a mercantile ageat is,
with the consent of the owner, in possession of goods ..., any sale,
pledge or other disposition of the goods made by him, when acting in
the ordinary course of business of a mercantile agent shall ... be
as valid as if he were expressly authorised by the owner of the
goods to make the same; provided that the person acting under the
dispositien acts in good faith, and has not at the time of the
disposition notice that the person making the disposition has no
authority to make the same".

There are problems with this section in determining who is a
mercantile agent, whether the sale was in the ordinary course of
business and whether the third party took in good faith and without
notice of the lack of authority. ‘

The Ontario Law Reform Commission recommended a reform which
deals with goods entrusted to a merchant who deals with goods of the
kind entrusted. This is a similar reform to the general reform
mentioned above in that it uses the concept of "entrusting”. The
Ontario Report recommended that the Factors Act (the equivalent of
our Mercantile Law Act) should be reviewed with a view to
determining the desirability of its retention. - It is submitted that
the Ontario. reforms represent a more modern view of the law and
again should be adopted in New Zealand.

4, Sale under voidable title

Section 25 of the Sale of Goods Act 1908 provides that where
the seller of goods has a voidable title thereto, but his title has
not been avoided at the time of the sale, the buyer acquires a good
title to the goods, provided he buys them in good faith and without
notice of the seller's defect of title. The classic problem falling
within this section is whether a contract is wvoid or voidable for
mistake. Some cases of mistake of identity turn on subtle
distinctions. It seems that the contract between the owner and the
original buyer will be void if: = (1) the buyer's identity was a
vital factor for the owner in deciding to enter into the contract;
and (2) the owner was intending to deal with someone other than the
actual buyer. The case law is thoroughly confusing and the
confusion has not necessarily been resolved by the Contractual
Mistakes Act 1977. See D W McLauchlan [1983] 10 NZULR 199. The
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Ontario Report recommended that for the purposes of this exception
the distinction Dbetween void and voidable titles should ' be
abolished. The Act should contain a provision stating that a
purchaser of goods shall be deemed to have a voidable title
notwithstanding that the transferor of the goods was deceived as to
the identity of the purchaser or some other mistake effecting the
validity of the contract of sale. With regard to the law in Car &
Universal Finance Co v Caldwell [1965] 1 QB 525 whereby a rogue with
a voidable title can confer a good title to a bona fide purchaser
" for value unless the sale is avoided prior to the dispossession, the
Ontario Report recommended that the purported avoidance by the owner
should have no effect on a third party unless the goods were
recovered by the owner before they were delivered to the third party
by the person in possession of the goods.

5. Sale by seller in possession
Section 27(1) of the Sale of Goods Act provides that -

Where a person, having sold goods continues or is in
possession of the goods, or of the documents or title to the
goods, the delivery or transfer by that person, or by a
mercantile agent acting for him, of the goods or documents to
title under any sale, pledge, or other disposition thereof,
or under any agreement for sale, pledge, or other disposition
thereof, to any person receiving the same in good faith and
without notice of the previous sale, shall have the same
effect as if the person making the delivery or transfer were
expressly authorised by the owner of the goods to make the
same.

The effect of this subsection is that a buyer to whom
property has passed may nevertheless be divested of his title. The
result is the same as if the seller had the authority of the buyer
to sell to the third party. There are two main problems in the
interpretation of this section. First, the capacity in which the
seller has possession and secondly the meaning of "sale, pledge or
. other disposition". The Ontario Report recommended that the power
of a seller in possession to transfer a better title than he himself
has should apply whether he is or continues in possession of the
goods in his capacity as seller or otherwise.

6. Sale by buyer in possession
Section 27(2) of the Sale of Goods Act provides that -

Where a person having bought or agreed to buy goods, obtains,
with the consent of the seller, possession of the goods or
the documents of title to the goods, the delivery or transfer
by that person, or by a mercantile agent acting for him, of
the goods or documents of title, under sale, pledge, or other
disposition thereof, or under any agreement for sale, pledge,
.or other disposition thereof, to any person receiving the
same in good faith and without notice of any lien or other
right of the original seller in respect of the goods, shall
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have the same effect as if the person making the delivery or
transfer were a mercantile agent in possession of the goods
or documents of the title with the consent of the owner.

Provided that if the lien or other right of the original
seller is expressed in an instrument duly registered under
[the Chattels Transfer Act 1924], and if the person selling,
pledging, or disposing of the goods or agreeing so to do is
the mortgagor or bailee named in such instrument, then the
person receiving the goods shall be deemed to have had not;ce
of the contents of such instrument.

Whereas s. 27(1) deals with a sale by a seller in possession
$.27(2) deals with the converse situation, that of a buyer in
possession. This means that even though the seller retains property
in the goods, if he delivers possession of the goods to the buyer,
the buyer may divest him of his title by selling the goods to a
third party.

There are a number of problems in the interpretation of this
section which is not well drawn. The two main problems are the
meaning of the words "shall have the same effect as if the person
making the delivery or transfer were a mercantile agent" and the
words "with the consent of the owner.”

The Ontario Report recommended that the power of a buyer or
seller in possession to confer better title than he himself has
should not apply where a security interest governed by the Personal
Property Security Act has been created in the seller or buyer out of
possession or where prior to the disposition to the third party a
notice has been filed under that act. The power of a buyer or
seller in possession to pass better title should be contingent on
the buyer or seller originally being in possession of the goods or a
document of title with the consent of the other party to the
transaction. The protection of the Act should be limited to a buyer
or lessee who receives the goods in good faith and full value from
the person in possession. On the other hand the scope of the
section should be enlarged to cover a prospective buyer in
~possession of the goods.

It is recommended that consideration should be given to this
section of the Ontario Law Reform Commissions Report. - Although the
report has not yet been enacted in any jurisdiction' it was
substantially the basis of the model Uniform Sale of Goods Act
adopted by the provinces of Canada in 1982. There ' is much good
sense in the Ontario proposals and they harmonize well with
‘equivalent provisions of Article 2 of the U.S. Uniform Commercial
Code and an Article 9 system. One last matter under this heading is
the desirability of a compensation system for victims of Nemo Dat.
While the problems will be cut down by the enactment of an Article 9
'system they will not necessarily disappear. A compensation system
has, however, a cost and it might be better simply to encourage
voluntary title insurance. Reference is made to a compensation
system in discussion of the Dugdale Report and the Australian
reforms. '




24

V. CASELAW PRIORITY RULES

1. First in time prevails

The most basic priority rule at common law and in Equity is
qui prior est tempore portior est jure - where there are competing
interests the first in time prevails. However, the rule can be and
often is ‘displaced by one of the special rules which will be
mentioned below.

2. Bona fide purchaser with notice

An equitable interest can be defeated by a bona £fide
purchaser for value without notice of the legal interest in the
property. On the other hand a person who acquires a legal interest
without giving value takes subject to equities whether he has notice
or not. Where the subsequent purchaser merely acquires an equitable
interest himself he takes subject to the preceding equitable
interest unless he has a better equity.

There are four kinds of notice:

(a) actual notice or knowledge:;

(b) constructive notice in equity - a person is deemed to have
notice of everything which he would have discovered by normal
and prudent inquiries;

(c) imputed notice - where a person's solicitor - or agent
discovers or ought to have discovered some fact while acting
for the purchaser in that particular transaction, the
purchaser may be deemed to have notice of the fact:;

(4a) constructive notice arising through registration.
3. . The rule in Dearle v Hall

Where there are successive mortgages or assignments of an

" existing equitable interest priority depends on the order in which.

the 1lenders or assignees give notice of their interests to the
trustees or other persons responsible for the distribution of the
property. Originally the rule only applied to mortgages and
assignments of equitable interests in pure personalty, including
land held on trust for sale. It now applies to all dealings with
equitable interests. A mortgagee or assignee who had notice of an
earlier mortgage or assignment when his own was created cannot claim
priority by being the first to give notice.

Where, however, there is a statutory assigmnment of a chose in
action under s.130 of the Property Act 1952 then the rule does not
apply where there is a prior right to trace under an effective
reservation of property of the Romalpa type. This is because the
latter arises by operation of law (or Equity) and the statutory
assignment takes effect subject to all prior equities. A 'right' to
trace would be an equity for this purpose, a fortiori if there is
merely an equitable assignment, (See the excellent article by David
McLauchlan, "Priorities - Equitable Tracing Rights and Assignments
of Book Debts" ((1980) 96 LQR 90.)
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VI STATUTORY MODIFICATION OF THE
CASELAW PRIORITY RULES

The priority rules of common law and equity have been
modified by statutory provisions. The aim of these is to provide a
means of protection of a security interest against third parties by
registration. Two of the statutes, the Land Transfer Act and the
Chattels Transfer Act go further than this and provide that
registration is a distinct priority point (Land Transfer Act 1952,
s.37; Chattels Transfer Act 1924, s.22; L G S Trotman "Corporate
Debts Securities - a Restatement and Critical Evaluation of Existing
Priority Rules", 6). The Companies Act 1955 on the other hand is an
incomplete system and registration has only a limited effect. The
legislation simply provides that the registration means that the
charge is not void as against the liquidator or the creditors.
Priority depends not only on registration but on the date of
creation. In other words it is necessary to examine the common law
and equita?le rules as well as the statutory provisionms.

Even in the case of the Land Transfer Act and Chattels
Transfer Act, however, there are problems. In the case of the Land
Transfer Act a floating charge can only be noted on the register by
means of a caveat where it contains a covenant for further
assurances and not otherwise and in the case of the Chattels
Transfer Act there are a number of problems, some of which concern
the relationship with the Companies Act.
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VII THE STATUTORY SCHEMES -
THE CHATTELS TRANSFER ACT 1924

The Chattels Transfer Act 1924 is concerned with the
separation of ownership and possession of goods. It mainly deals
with loans made on the security of goods and excludes from its scope
certain purchase money security interests which take the form of
hire purchase. Purchase money security interests which take the
form of a chattel mortgage are covered by the Act. The Act applies
to all consensual instruments in writing and the principal
instruments covered by the Act are -

(a) Instruments by way of security.
(b) Hire purchase agreements.
(c¢)  Bailments (including chattel 1lease or lease purchase

agreements). The term instrument by way of security is
essentially synonymous with the terms chattel security and
chattel mortgage. The term Bill of Sale is also used to
refer to instruments by way of security and the term stock
mortgage relates to instruments by way of security over sheep
and cattle. '

Registration

The Act establishes a system of registration of instruments
in certain High Court offices. Essentially it is a system of local
registration. Section 5(1) and (2) of the Chattels Transfer Act
1924 provide as follows:

(1) Registration of an instrument shall be effected by
filing the same and all schedules endorsed thereon, or
" referred to therein, or a true copy of such instrument and
the schedules, and a certificate in the form numbered (1) in
the First Schedule hereto or to the like effect, in the
([High Court]] Office of any Registrar in the provincial
district within which the chattels comprised in the
instrument are situated at the time of the making or giving
thereof (other than a [[High Court]] Office in respect of
which a direction under subsection (1lA) of s.23A of the
Judicature Act 1908 is in force):
Provided that all instruments affecting chattels in the
Chatham Islands or other islands not included in any
provincial district shall be registered in the [[High Court]]
Office at Wellington:
Provided also that all instruments affecting chattels in the
counties of Cheviot and Amuri shall be registered in the
[High Court] Office at Christchurch as if the said countie
were in the Provincial District of Canterbury and not in th
provincial District of Nelson.

(2) For the purpose of registration:

(a) That part of mnew Zealand which is for the time bein
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included in the Southern Land District shall be deemed to be
a separate provincial district:

(b) That part of New Zealand included in the -Judicial
District of Gisborne at the time of the abolition of that
district by s.18(1) of the Judicature Amendment Act 1972
shall be deemed to be a separate provincial district:

(c) That part of New Zealand included in  the Judicial
District of Westland at the time of the abolition of that
district by s.18(1) of the Judicature Amendment Act 1972
shall be deemed to be a separate provincial district.

Thus there is an abstruse system of local rather than central
filing and no system of transmission of data to a central registry.
Registration is notice to everyone of the instrument registered and
its contents but not to the grantee of any prior registered
instrument covering the same chattels or any of them (ss.4(1l), (3)).
This system provides protection for -

(a) the;person who has lent money on the security of chattels;

(b) the vendor under a hire purchase agreement from seizure of
the security or property by -

(i) The Official Assignee ,

(ii) An assignee acting on behalf of creditors
(iii) An execution creditor -
(iv) A bona fide purchaser for value

(v) A bona fide mortgagee for value
(c) also protected are -

(i) creditors .

(ii) prospective purchasers of secondhand chattels who can
search the chattels register without charge and
determine if the goods in which they are interested
are encumbered.

The main defects of the registration system are then that it
is a local system of registration of documents and there is no
central registration throughout New Zealand. There is no use of
computers. Protection in fact relates. only to transactions in the
district where the search is  made. Customary hire purchase
agreements are exempt from registration. Anyone buying chattels on
the customary list at secondhand requires evidence that the vendor
of the goods has himself acquired title to the goods he wishes to
sell for he could be buying them under a customary hire purchase
agreement and such agreement would not be registered.

Registrable instrumen

~ The Chattels Transfer Act is principally concerned with
chattels which are defined in s.2 as any personal property which can
be completely transferred by delivery. By an amendment in 1939
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chattels include certain book debts (Statutes Amendment Act 1939,

-s.6(5)(a) and (b)). Section 2 contains an elaborate definition of

instrument by inclusion and exclusion. It includes inventories,
receipts, declarations of trust and powers of attorney to take
possession of chattels as security but excludes inter alia transfer
of chattels in the ordinary course of business of any trade or
calling. It also excludes company debentures, secured upon the
capital stock or chattels, and company mortgages or charges. Some
but not all of these are registrable under the Companies Act 1955.
Key concepts used in the legislation are grantor and grantee which
are inappropriate to hire purchase and bailment with the result that
the application of the Act to such transactions is confused.

Registration formalities

The formalities of registration are unnecessarily elaborate
and require a certificate in the form of the first schedule.
Searching is in the name of the grantor which create confusion in
the case of non-customary hire purchase agreements and bailments and
the cards in the larger registries are frequently out of order.

There is a basic period of 21 days for registration. Failure
to register in this time necessitates an application to the High
Court for rectification of the register under s.13. Registration
must be renewed within five years of the previous registration and
this requires the filing of an affidavit of renmewal in the form set
out in the first schedule.

Consequences of non-registration

The consequences of non-registration of an instrument are
complicated. A non-registered instrument is not totally void but
is deemed to be fraudulent and void as againsts

(a) the assignee in bankruptcy of the estate of the person whose
chattels or any of them are comprised in any such instrument;

A(b) the assignee or trustee acting under any assignment for the

benefit of the creditors of such person;

(c) any sheriff, bailiff, and other person seizing the chattels
or any part thereof comprised in any such instrument, in
execution of the process of any Court authorising the seizure
of the chattels of the person by whom or concerning whose
chattels such instrument was made, and against every persor
on whose behalf such process was issued;

provided the chattels covered by the instrument are in the

possession or apparent possession of the grantor or the persor

against whom the process is issued.

The meaning of apparent possession and its relevance in s.1!
is problematic. See J H Farrar and R Scragg, "Chattel Securities -
Revision and Update" (NzZLS 1987). ' '

In addition to s.18, s.l19 provides that an unregistere«
instrument is not to affect a bona fide purchaser for value. U
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the expiration of the time or extended time for registration no
unregistered instrument comprising any chattels whatsoever shall,
without express notice, be valid and effectual as against any bona
fide purchaser or mortgagee for valuable consideration, or as
against any persom bona fide selling or dealing with such chattels
as auctioneer or dealer or agent in the ordinary course of his
business.

. Under this provision the grantee of an unregistered
instrument by way of security is in danger of having his interest
defeated in favour of a subsequent purchaser, or ranked later in
priority after a second mortgagee. It appears a second mortgagee
will take priority over an earlier unregistered instrument even
though the instrument creating the second mortgage 1is also
unregistered (G Cain, "The Chattels Transfer Act: Oddities and
Oddments" (1959) NZLJ 87). Section 22 of the Act deals with prior
registration of an instrument subsequent in time.

~Section 19 protects any auctioneer, dealer or agent who, by
assisting the grantor to dispose of the goods, has made himself '
liable tog an action by the grantee for conversion. The 21 days for
registration of an instrument must have expired for the interest of
the grantee of an unregistered instrument by way of security to be
defeated. The persons listed in s.19 must act bona fide and without
notice of the unregistered instrument to gain the section's
protection. ~ : )

In addition to ss. 18 and 19 there are further provisions
which can affect the validity of an instrument. These are s.23
(inventory), s.24 (after acquired chattels), s.25 (defeasance), and
s.34 (successive securities). Section 23 requires that every
instrument must have a schedule of the chattels comprised therein.
Failure to provide such a schedule avoids the instrument as against
the persons mentioned in ss. 18 and 19. The question of adequacy of
identification gives rise to problems. Section 24 provides that an
instrument shall be void as against the persons mentioned in ss. 18
and 19 in respect of any chattels which the grantor acquires after
the execution of the instrument. This is subject to a proviso in
respect of a purchase money security interest where the grantor is
deemed to have acquired the chattels contemporaneously with the

execution of the instrument. Section 25 outlaws defeasance and
other similar clauses which are not contained in the body of the
instrument itself. Section 34 avoids successive securities over

the same chattels securing the same debt. The object of this is to
avoid attempts to by-pass the registration requirements for such
securities, by multiple securities.

Priorities

Under s.22 where there are two or more instruments executed
in respect to the same chattels priority is determined by the time
of their registration. This is subject to a proviso that where the
grantee under a second or subsequent instrument claims priority by
virtue of prior registration he must prove that at the time of the
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execution of the instrument he had no notice of any existin
unregistered instrument. The proviso requires proof of a negatiw
and mars the clear effects of the gemeral rule.

The cross referencing between the Chattels Transfer Act an
the Companies Act has given rise to problems which we will conside
under Company Charges.

Variation of priorities and subordination

It is not clear from the wording of the Chattels Transfer Ac
whether it is possible to have contractual variation of prioritie
or subordination. It is arguable that an attempt to do so is no
registrable and may be void as a defeasance clause under s.25 or a
an attempt at successive securities under s.34. On the other han
in the Land Transfer case of Re Goldstone’s Mortgage [1916] NZLR 1
the Supreme Court held that where a third mortgage contained wordin
amending the terms of the first mortgage it was a registrabl
instrument. The mortgage had endorsed on it a consent by th
second mortgagee to such variations and to the third mortgage takir
priority over the second mortgage. The Registrar Gemneral of Lar
had refused to register the third mortgage unless the consent we
deleted. The Supreme Court held that although the endorsed conser
did not itself Trequire registration it did not prevent tt
registration of the third mortgage.

Registration of non-customary hire purchase agreements

Customary hire purchase agreements as defined in s.57 and tl
seventh schedule to the Chattels Transfer Act 1924 are exempted fr¢
registration. There has been some doubt as to whether registratic
is necessary for hire purchase agreements which do not qualify :
"customary". The issue can only be resolved by first, decidix
whether the non-customary hire purchase agreement falls within tl}
definition of "instrument" in s.2 of the Chattels Transfer Act 192«
‘then secondly, if it is an instrument, whether it requires to 1
registered for the full protection of the party. The first questic
has been settled by the judgment of Turner J. in Motor Mart Ltd
Webb [1958] NZLR 773. “"Instrument" in the Chattels Transfer A
1924, s.2, is defined to include any document which purports |
transfer the right to ' the possession of chattels, wheth
permanently or temporarily, whether absolutely or conditionally, a
whether by way of bailment or lease. At p.786 the learned Jud
referred to the two types of hire purchase agreement in t!
following terms:

"In the Helby v. Matthews type of agreement, the owmer
always bound throughout - the hirer has an option
purchase. While the state of uncertainty as to the ultima
outcome subsists, and it is still 'uncertain whether ¢t
parties will ever be vendor and purchaser, their relationsh
is that of bailor and bailee: Helby v. Matthews [1895]
471; Karfled Ltd v. Poole [1933] 2 KB 251; and, in N
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Zealand, Woods v. Latham [1907] 27 NZLR 50; 9 GLR 650. In the
Lee v. Butler [1893] 2 QB 318 type of agreement, the
purchaser is always bound; the vendor, however, is not bound
to transfer the property except in the event of the last
payment being duly made. While the state of uncertainty as
to the ultimate outcome subsists, and it is still uncertain
whether the parties will ever be vendor and purchaser, their
relationship I think is that of bailor and bailee.”

As there is an element of bailment in both types of
agreement, they are instruments and are registrable. Either type of
hire purchase agreement is good between the parties whether it is
registered or mnot; but the extent of the protection of the owner or
vendor against dealings by the prospective buyer with third parties
is by no means free from doubt. It may be that registration of a
true hire purchase agreement (as distinct from a conditional sale
agreement) is  unnecessary. Failure to register has two
consequences. First, to the extent that the chattels are in the
possession or apparemt possession of the grantor, the agreement is
void against the Official Assignee and creditors; Chattels Transfer
Act 1924, (s.18). However, a true hire purchase agreement is
nothing more than a bailment with an option to purchase. Under a
bailment, the grantor is the bailor. The purchaser, in whose
possession the chattels will usually be, is the grantee. As s.18
affects only the insolvency of the grantor, it will have no
application upon  the purchaser's insolvency. The second
disadvantage of failing to register is the application of s.19 of
the Chattels Transfer Act 1924. However, it is submitted that the
bailor (lessor) of goods can never be deprived of his rights of
ownership by transactions subsequently entered into: by the bailee
(lessee) with third parties, unless there is some form of agency
with the owmer (bailor). In other words until there is a wvalid
exercise of the option, the wvendor's title to the chattel is
unaffected and he need not rely on the agreement to prove that he is
the real owner: Carmine v Howell (1924) 19 MCR 103; Bowmakers v
Barnet Instruments [1945] KB 655; [1944] 2 All ER 579; Galyer v
Massey Harris Co [1944] 33 NZLR 1392,

The position regarding a conditional sale type of hire
purchase agreement is different. As a conditional sale it falls
within the Sale of Goods Act 1908 and, therefore, within s.27(2)
thereof which enables the conditional purchaser to confer a good
title on a purchaser in good faith and without notice. If the
agreement is registered, however, then the case falls within the
proviso to s.27(2) which gives the subpurchaser constructive notice
of the contents of the instrument and the effect appears to be the
same as under s.57(5) of the Chattels Transfer Act in relation to
customary hire purchase agreemeants, namely that no title can be
conferred on the subpurchaser.

The result of this appears to be as follows:
(1) both types of agreement are registrable;

(2) the true hire purchase agreement probably does not suffer any
disadvantages by non-registration;
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(3) the conditional sale type must be registered to avoid the
effects of s.27(2) of the Sale of Goods Act 1908.

In the light of this the simplest course may be to register all hire
purchase agreements ~which are not customary. It is very
unsatisfactory for the law to remain in this state.

Stock in trade

It is- sometimes desired to give security over stock,
replacement stock, crops which have yet to be sown, or future clips
of wool. If the provisions as to inventory and after-acquired
chattels applied to such securities, it would not be possible to
give a valid security over such chattels. Replacement machinery and
farming equipment are in a similar position. Accordingly, it is
provided that s.23 (inventory), s.24 (after-acquired chattels) and
s.25 (defeasance) shall not render an instrument void as to:

(a) stock, wool and crops: or

(b) fixtures, plant or trade machinery substituted for similar
equipment described in the instrument; or

(c) tractors, engines, machines, vehicles ‘and farming equipment
described in the instrument and used upon the land described
in the instrument;

(4) any chattels which the grantor under an instrument by way of
security is required by the instrument to hold, until sold or
while not leased or hired, on the property specified in the
instrument if -

(i) the chattels are by. their nature or description
reasonably capable of identification and

(ii) the grantor sells, hires out or disposes by hire
purchase chattels of that nature (s.26, as amended by the
Chattels Transfer Amendment Act 1974, s.3(1)). '

In such cases the proceeds of any sale, bailment or exchange' of
those chattels received by the grantor form part of the grantee's
security, to the extent that:

(a) the instrument expressly states that the proceeds form part
of the grantee's security; and

(b) for so long as any such proceeds being money are kept by or
on behalf of the grantor in a separate and identifiable fund:
Chattels Transfer Amendment Act 1974, s.3(2).

Prior to the enactment of this amendment a trader could not
give a satisfactory security over his stock in trade because, owing
to its changing nature, it could not be ‘adequately described. This
amendment is designed to clarify the position of a dealer raising
money to enable him to buy stock in trade required for his business.
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As a corollary to this new latitude afforded to traders, protection
. was given to customers of such traders. It would be inequitable
and commercially disastrous to expect customers to inspect a
chattels register before purchasing from a shop. As a result of
this, the Chattels Transfer Amendment Act 1974, s.2, added a new
s.18A to the principal Act. The new section is headed "Protection
to retail customers®. In the first place the section gives
protection to a person who has hired chattels in good faith and for
valuable consideration from a another whose business it is to hire
out chattels of that kind. 1If the latter person has given some form
of security or an instrument entitling a third party to seize and
sell the chattels so hired, the third party cannot seize the
chattels but must observe bailee rights under the bailment. The
third party is bound by its terms but he is entitled to moneys
payable under the bailment and to all other rights of the original
bailor. The bailee's rights are the same whether the bailment is
registered or not. There is, however, no protection wunder this
section for a bailee who is entitled or obliged to purchase the
chattels. In the second place: a person who buys chattels in good
faith and for valuable consideration from a retailer, who has given
a security over the chattels to a lender, takes such chattels free
from the security interest (whether registered or not) so givea by
the retailer. A security interest in chattels is one which secures
the payment of money or the performance of an obligation as, for
example conditional contracts. for the sale of -chattels, hire
purchase agreements or bailments securing the payment of money.
See generally D McLauchlan, Legislation Note (1976) 8 NZULR 83.

Book debts ‘ /

_ The provisions relating to book debts are set out in the
Statutes Amendment Act 1939 (s.6) which is to be read with the
Chattels Transfer Act 1924. Book debts for this purpose means debts
owing to any person in the course of his trade or business, but do
not include any debt secured or charged on land, or any debt owing
to any person or in respect of any milk, cream, or butterfat
supplied by him to any butter factory, cheese factory, condensed-
- milk factory, or milk-powder factory: s.6(4).

Each book debt is treated as a separate chattel and must be
described by setting forth the amount of the debt and the name of
the debtor or firm of debtors so far as is reasonably necessary to
show by whom the debt is owing: s.6(3). These are much more
limited than the equivalent provision in s.102(2) of the Companies
Act 1955, '

Crops

No security can be given over any crop (other than flax)
which cannot be harvested within one year from the date of execution
of the instrument: s.36. A security may be given over crops to be
sown on the lands mentioned in the instrument or to be sown thereon
or after they have been harvested, no matter where they are stacked
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or stored: s.35.  The phrase "lands mentioned  in the instrument"
means lands mentioned in such a manner that persons reading the
instrument may at any time be able to identify them: (Pyne, Gould,
Guiness Ltd v Meredith & Co and John Mill & Co Ltd [1926] NZLR 241;
{1926] GLR 136).

: The rights of a landlord or mortgagee of the land on which
the crops are growing are not prejudicially affected by the
instrument unless he has consented to it in writing: (s.37). A
registered instrument over crops is not extinguished by the
subsequent sale, lease or mortgage of the land: (s.37). But the
existence of such a registered instrument over a crop gives the
grantee thereunder no right to block the sale of the land. A
mortgagee selling the land under his power of sale would have first
priority over the proceeds for the settlement of his claim and the
grantee would be restricted to getting paid out of the balance of
the proceeds.

The defeasance, after-acquired chattels and inventory clauses
do not apply to this form of security (s.26).

Stock

Stock is personal = property completely transferable by
delivery and is, therefore, classified as chattels for the purposes
of the Act. The stock must be described by some brand, earmark or
other mark or by their sex, age, name, colour or other mode of
description., The Act refers to the "name" of stock, but in the
larger dairy herds the cows usually have numbers branded on them and
this number, with the registered brand and earmark, is wused for
identification purposes. The description must be sufficient to
render the stock reasonably capable of identification.

The requirement that the description of stock will make them
"reasonably capable of identification" (s.25) depends largely on the
stock in question; a description of a farmer's dairy herd by sex
and age makes such stock reasonably capable of identification; a
covenant "to ear mark" will be taken to have the same meaning
mutatis mutandis as the covenant "will brand"” in the sixth schedule
and creates a duty to brand present and future stock and imposes a
perpetual - duty to brand while the security remains valid (Official
Assignee of Bailey v Union Bank of Australia [1916] NZLR 9; {1916]
GLR 78.) In the same case, on appeal, it was held that if the
earmarks on-the cattle are not .the same as that specified in the
instrument, the description is insufficient for the purposes of s.25
and invalid against the Official Assignee, but that the grantee can
nevertheless rely on the provisions in s.26 that an instrument
comprising stock shall be deemed to include all the stock he has
covenanted to brand which are depasturing on the land described in
the instrument (Union Bank of Australia v Official Assignee of
Bailey [1916] NZLR 873; [1916] GLR 449, CA). The fact that a brand
is wunregistered is irrelevant (Honore v Farmers’ Co-operative
Auctioneering Co Ltd and Official Assignee [1923] NZLR 56). The
~land where the stock are depastured must also be described.
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If the description is inadequate the instrument will be void
to the extent and as against the persons mentioned in s.18 as
regards such of the stock as cannot be reasonably identified. If
the land on which the stock are depastured is not described, the
instrument is not invalidated as between the parties, but even if
the instrument is accepted for registration the grantee loses the
benefit of registration {(Lee v Official Assignee (1904) 22 NZLR 747:;
5 GLR 269). If, however, the grantee properly gains possession of
the stock before the commencement of the grantor's bankruptcy or
seizure by an assignee for creditors or an execution creditor, he
can exercise his rights over them. The grantee must remove them
from "the apparent possession" of the grantor.

Unless the contrary is expressed, an instrument over stock
shall be deemed to include:

(a) the stock described therein;

(b) the natural increase of such stock; and
(c) all stock of the classes described being the property of the

grantor and branded or marked as specified in the instrument
oré covenanted to be so branded or marked which are
depasturing upon the land described therein (s.29).

Natural increase, after-acquired, and replacement stock,
which fall within s.29, are included in the security. The
provisions of s.29 as to natural increase apply to poultry but s.28,
providing for branding and marking, does not. The provisions as to
defeasance, after-acquired chattels and inventory (s.23) do not
apply to instruments over stock.

Wool

A grantee may take security over the next ensuing clip from
the sheep described in the instrument. The wool from the natural
increase of sheep depasturing on the land mentioned in- the
instrument is also included in the security. The grantee is
- entitled to the wool, not only while it is growing, but afterwards
when it is shorn wherever it may be (s. 38). No subsequent sale or
‘mortgage of the sheep affects the grantee's security (s.39).

The grantor of an instrument by way of security over sheep
may, with the written consent of the grantee, give a valid security
to a third person over the next ensuing wool clip of such sheep
(s.40). If the grantee is entitled to have the grantor execute a
security over each clip of wool or is entitled to the delivery of
the wool clips during the continuance of the instrument, then such
grantee shall be deemed to have a lien or security over each clip
without the execution of any special instrument. In all instruments
over sheep as security, there is an implied covenant that the
grantor will deliver the wool clip to the grantee each year during
the continuance of the security (s.41). The provisions as to
defeasance, after-acquired chattels and inventory do not apply to
securities over wool (s.26).



VIII THE STATUTORY SCHEMES -
THE COMPANIES ACT 1955

Corporate chattels securities generally follow the same basic
form as for an individual but certain company charges must be
registered at the Companies Registry and not at the High Court. All
charges must be registered with the Company but only the charges
listed in s.102(2) of the Companies Act 1955 are registrable with
the Registrar of Companies. Securities which do not give rise to a
charge are not registrable. In New Zealand only companies can
create a floating charge. Subject to the 1974 amendment of the
Chattels Transfer Act this is the only method of creating a security
over stock in trade. Although there are some Victorian English
cases which indicate that it might be possible to create a fixed
charge over stock in trade the status of these today is problematic
and as a result it is the general commercial practice to create a

floating charge in these circumstances. There are problems with
the floating charge. It is a species of equitable charge which is
not a. fixed charge until crystallisation. There are differing

opinions as to what interest (if any) it creates before
crystallisation and the cases have undergone some change as to what
causes crystallisation. The widespread New Zealand practice of
automatic crystallisation clauses is not free from difficulty and
can work to the disadvantage of unsecured creditors. See generally
Re Manurewa Transport Ltd [1971] NZLR and compare the Canadian case
of R v Consolidated Churchill Copper Corp Ltd [1978] 5 WWR 652.

Registration of charges

Thus there are two systems of registration of charges under
the Companies Act 1955; the first is in a register kept by the
company itself, the second is in a register kept by the Registrar of
Companies. The first was first introduced in s.43 of the English
Companies Act 1862, the second in s.14 of the Companies Act 1900.
The present law is contained in ss.110-112 and  ss.102-108
respectively of the Companies Act 1955.

For historical reasons there is overlap but not identity of
the charges covered by the two sets of provisioms. Every charge
falling within s.102 is registrable under s.110; in addition there
are certain charges which fall outside s.102 but which fall within
s.110. Palmer's Company Law (4th ed, para.46-01) mentions as
examples of the latter, mortgages by deposit of certain commercial
documents and charges on a. concession. There may be  sense,
therefore, in searching the company's own register for the sake of
completeness but in practice this is rarely done. Those dealing
with the company tend to content themselves with a search of the
company's file at the Companies Registry and an express enquiry of
the company. ’
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Registration in the company's own register

Section 111(1) of the 1955 Act provides that every limited
company shall keep at its registered office a register of charges
and enter therein all specific and floating charges, giving a short
description of the property charged, the amount of the charge and
(except in relation to bearer securities) the names of the person
entitled thereto. . :

Under s.110(1) copies of the instruments of charge must be
kept with the register. Failure to enter a charge in the register
does not invalidate the charge, but any officer of the company who
knowingly and wilfully authorises or permits the omission of any
entry required@ to be made is liable to a fine (s.111(2)). The small
sanction probably accounts for the non-compliance with the Act by a
number of companies. Under s.112(1) the register and the copies of
the instruments of charge may be inspected by a member or existing
creditor without fee. A member of the public may inspect the
register but not the copies of the instruments on payment of a fee
not exceeding 20 cents for each inspection. The register must be
kept opeh during business hours but subject tq reasonable
restrictions imposed by the company in general meeting so that no
less than two hours in each day shall be allowed for inspection.

Registration at the Companies Registry

Section 102(2) lists the following categories of charge:

(a) a charge for the purpose of securing any issue of debentures;
(b) a charge on uncalled share capital of the company; ,
(c) a charge created or evidenced by an instrument which, if

executed by an individual, would require registration under
the Chattels Transfer Act 1924;
(d)  a floating charge on the undertaking or property of the

company;
(e) a charge on land, wherever situate, or any interest therein;
(£) a charge on books debts of the company;
- {(g) a charge on calls made but not paid;
(h) a charge on a ship or any share in a ship;
(i) a charge on goodwill, on a patent or a licence under a
patent, on a trademark or on a copyright or a licence under a
copyright. '

The concept of a registrable charge

"Charge" for this purpose includes a mortgage (s.102(1)). 1In
Paintin and Nottingham Ltd v Miller, Gale and Winter [1971] N2ZLR
164, 179, Turner J. said that the word "charge"” must signify the
giving of a security by way of mortgage, lien or encumbrance to like
effect over property, the ownership of which is and remains in the
grantor. It has been suggested that ownership here is used in the
sense of a retention by the grantor of some residue of proprietary
rights such as an equity of redemption. (See D W McLauchlan [1978]

)
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VNZLLJ 137, 143). The charge must be created by the company.

where a charge such as a lien arises by operation of law it
is not created by the company and not registrable under. the section
{(London & Cheshire Insurance Co Ltd v Laplagrene Property Co Ltd
[1971] Ch 409). Thus an unpaid vendor's 1liem is not within the
section. An express contractual lien in a situation where it would
arise by operation of law is created by the company but is not a
charge within the section (Waitomo Wools (NZ) Ltd v Nelson (NZ) Ltd
{19741 1 NZLR 484 (CA). See also George Barker (Transport) Ltd v
Eynon [1974] 1 All ER 900).

A variation of charge may be registrable. If it varies the
principal or the rate of interest them it is arguable that it should
be registered. If it merely varies particular covenants other than
those in respect of payment of principal and interest then it is not
registrable (Re Goldstone'’s Mortgage ([1916] NZLR 489, 504-503).
The practice of some assistant registrars of refusing to register
deeds of modification which comply with these principles seems out
of line with the Justice Department's own stated practice. In any .
event companies with trust deeds and deeds of participation required
by the Securities Act 1978 s.46 must register any amendment of the
registered deed by virtue of s.47 of that Act.

Corporate chattel securities

Any charge which would have been registrable as a chattel
security by an individual and which is created by a company must be
registered with the Registrar of Companies (s.102(2)(c)). This
raises the complicated question of what is a registrable chattel
security. Under s.2 of the 1924 Act this means and includes inter
alia any bill of sale, mortgage, lien, or any other document that
transfers or purports to transfer the property in or right to
possession of chattels, whether permanently or temporarily, whether
absolutely or coanditionally, and whether by way of sale, security,
pledge, gift, settlement, bailment or lease. Chattels means any
personal property transferable by delivery and includes certain book
debts but not negotiable instruments and other choses in action
including shares and debentures. N

It has been held by the Court of Appeal in Paintin and
Nottingham Ltd v Miller, Gale & Winter [1971] NZLR 164, that a
conditional  hire purchase agreement, though an  instrument
registrable under the 1924 Act, is not a registrable charge under
5.102 of the 1955 Act. Thus not all registrable instruments for the
purposes of the Chattels Transfer Act are necessarily registrable
under the Companies Act. It is only if they create a security by
way of mortgage or encumbrance to the like effect over property, the
ownership of which is and remains in the grantor, that this is so.
There are further exceptions. Transfers in the ordinary course of
business and customary hire purchase are the main ones. Chattel
securities exempted from the Chattels Transfer Act do not require
registration at the Companies Registry. This means that in New
Zealand there are three categories in relation to companies.
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Charges registrable under the Companies Act, instruments which are
not charges but which require registration wunder the Chattels
Transfer Act and instruments which do not require registration at
all because they are exempted from the Chattels Transfer Act.

It has .been held by the English Court of Appeal in
Stoneleigh Finance Ltd v Phillips [1965] 2 QB 537 that to fall
within the equivalent of s.102(2)(c) the transaction must  in
addition amount to a charge to secure the repayment of money. The
Court will 1look to the substance of an agreement which will be
ascertained by a consideration of the rights and obligations of ‘the
parties to be derived from a consideration of the whole agreement
(per Lord Herschell in Helby v Matthews [1895] AC 471, 475. See
also Re George Inglefield Ltd [1933] Ch 1).

Charges on book debts

Book debts are debts connected with and arising in the course
of trade of any business, due or becoming due to the proprietor of
that busidless and entered or commonly entered in books (Shipley v
Marshall (1863) 14 CB (NS) 566). They are a species of chose in
action. All charges on book debts by a company are registrable, not
simply those registrable under the 1939 amendment to the Chattels
Transfer Act 1924.

Assignments of book debts by way of security for a debt owing
by the company are within s.102(2)(f) (Saunderson & Co v Clark
(1913) 29 TLR 579). This is so whether or not the debt is entered
in the books. A charge on future book debts 1is registrable
(Independent Automatic Sales Ltd v Knowles & Foster [1962] 3 All ER
27. See also Contemporary Cottages Ltd v Margin Traders Ltd [1981]
2 NZLR 114. This contrasts with the position under the Chattels
Transfer Act where such a charge would seem to be impossible because
of the need to itemise - full particulars of every debt in the
instrument. It is possible in equity to have a fixed charge over
future book debts (Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979]
2 Lloyds Rep 142; Re Keenan Brothers Ltd [1986] BCLC 242). A letter
authorising moneys to be paid to the company's bank where the
company was in debt, which was expressed to be irrevocable has been
held to be within the section (Re Kent & Sussex Sawmills Ltd [1947]
Ch 117). It has been held that cash at the bank is not a book debt
although the relationship of banker and customer is that of debtor
and creditor (Watson v Parapara Coal Co (1915) 17 GLR 791; Re
Brightlife Ltd [1986] 3 All ER 673. See also Re Stevens [1888] WN
110; Re Haigh'’s Estate (1907) 51 Sol Jo 343; Stanley Stamp Co v
Brodie (1914) 34 NZLR 129). Recent authority suggests that a right
of retention under a financing agreement is not a charge on book
debts since a debtor cannot take a charge over his own indebtedness
to a creditor (Re Charge Card Services Ltd [1987] BCLC 17).

Floating charges

Floating charges have been discussed already. Section
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102(2)(d) refers to floating charges on the undertaking or property
of the company. Gore-Browne on Companies mentions that there is
some doubt as to whether a floating charge over a particular class
of assets is covered (Gore-Browne on Companies, paras.l1l8-19). It is
difficult to see how the doubt arises since it would appear to be
clearly covered. Special problems arise in respect of priorities and
in particular the effect of restrictive clauses on pr;orltles (see
later: registration and priorities).

Effect of non-reqgistration

A charge created by a company in New Zealand which is not
registered within 30 days of its creation is not totally wvoid. It
is void as against the liquidator and any creditor of the company so
far as any security on the company's property or undertaking is
conferred thereby, unless it is validly registered under any other
Act (s.103(1)(a) and (2)). This means that it is not void as against
the company or any purchaser or volunteer. In Mercantile Bank of
India Ltd v Chartered Bank of India [1937] 1 All ER 231 letters of
hypothecation over goods in India were held by Porter J. to
constitute floating charges and should have been registered.
However, since the charges remained valid against the company the
chargee was able to convert the charges into fixed charges and
perfect them by seizure before 1liquidation. This was held good
against the liquidator. Until seizure the security in the charges
was void as against other creditors. It is arguable that seizure
and sale were necessary. (Re J & D Contracting Pty Ltd [1970] QWN
40). '

It is the security, not the comtract to repay, which is void.
The 1latter continues and ranks in a liquidation as an unsecured
debt. Section 103(2) makes the money immediately payable when the
security becomes void. Until liquidation the chargee has all the
remedies of a creditor against the company but cannot claim priority
over a subsequent creditor whose charge is registered before his (Re
Monolithic Building Co [1915] 1 Ch 643).

Registration and priorities

Under the case law rules, a subsequent legal charge ranks
before an earlier equitable charge provided the holder of the legal
charge is bona fide and without notice. Amongst equitable charges
the first in time prevails. Registration has the following effect
on those priorities. First, an unregistered charge which is void
under s.103(2) 1loses its priority. Secondly, registration wunder
s.102 gives rise to constructive notice of the charge, but priority
is otherwise determined by the date of creation of the respective
charges. There is constructive notice of the charge and its
contents in the case of land, chattels and book debts, but not
choses in action other than book debts. However, even in respect of
the third category there may be actual of inferred knowledge of the
contents including a restrictive clause (see Farrar [1974] Conv (NS)
397). Notice or knowledge or a restrictive clause postpones a latex
specific charge.
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The following table attempts to apply the basic rules in
- diagramatic form. ’

LC = legal charge K = knowledge or notice
FC = floating charge CN = constructive notice
FEC = fixed equitable charge . UR = unregistered

RC = restrictive clause

The order of creation is indicated by the sequence; the order of
priority by the numbers. 1-8 assume both charges are duly
registered. The position in 7 is arguably based on the presence in

the relevant case of a clause enabling a subsequent floating charge

over part of the assets to be created ranking in priority: (Re
Automatic Bottlemakers Ltd) [1926] Ch 412). Otherwise it is
logically inconsistent with 6. It is the specificity of the charge
not the specificity of its  subject matter which influences
priorities. S

1 LC FC
4 . 1 , 2
2 , FC _ LC
2 ' 1
3 . FC LC
RC (K or CN)
1 2
4 | FC FEC
2 1
5 * FC FEC
RC (K or CN)
R T 2
6 FC | FC
1 2
7 ~ FC whole FC part
2 1
8 " FC whole + RC FC part (K or CN)
1 2
9 . LC  FC
UR void B 1
10 FC . LC
RC (UR) (K or CN)
void 1
11 FC FC
(UR) void 1




Under s.105(2) the Registrar must issue a certificate of
registration and this constitutes conclusive evidence that the
requirements of the Act as to registration have been complied with.
This is so even of the particulars are. defective (National
Provincial Bank v Charnley [1924] 1 KB 431; Re Mechanisations
(Eaglescliffe) Ltd [1966] Ch 20). The error in the particulars may
even be in respect of the -date of creation (Re Eric Holmes
(Property) Ltd [1965] Ch 1052). ‘

Rectification

Section 108 deals with rectification by registration out of
time and for mistakes. Power is given to a High Court Judge to
grant an extension of time or rectification proper on being
satisfied that the error in question was accidental or due to
inadvertence or to some other sufficient cause, or is not of a
nature to prejudice the position of creditors or shareholders or
that on other grounds it is just and equitable to grant relief. - It
has been held that the Registrar has power to register. out of time
charges falling within the proviso to s.102(1) and s.104 (Re Jim
Boyd Motors Ltd [1980] 2 NZLR 441). The power does not enable the
Court to order deletion of the whole of the entry or to alter the
date of registration of a charge which has been wrongly backdated.

Where cases fall within s.108 the Court may extend the time
on such terms and conditions as seem just and expedient (Re
Heathstar Properties Ltd [1966] 1 WLR 993). In fact the practice in
New Zealand is to insert in the order the words "but this order to
be without prejudice to the rights of parties acquired prior to the
time when such debentures shall be actually registered"” (See Re
Dalgety & Co Ltd [1928] NZLR 731; Re Cinema Art Films Ltd [1930]
N2LR 500; Re Dudley Engineering Pty Ltd [1968] 1 NSWR 483; see
Anderson’s Company Law Service but cf. Palmer’'s Company Law Vol 1,
para.46-10 for the different wording currently adopted in England).
The purpose of this wording is to protect rights acquired against
‘the company's property in the interval between the expiration of the
30 days and the extended time for registration.

Ordinary creditors are not protected by the wording unless
liquidation intervenes between the order and actual registration
(Victoria Housing Estates Ltd v Ashpurton Estates Ltd [1982] 3
All ER 665). Nevertheless they may be heard in opposition to the
application (Re Jack Harris Ltd [1977] 1 NZLR 141, 142). Their
opposition, however, is mnot fatal to an application. An order under
5.108 will only be made after a winding up in the most exceptional
circumstances (Victoria Housing Estate Ltd v Ashpurton Estates Litc
(supra) but see Bloodstock Air Services of Australia Pty Ltd (ir
1ig) v Roadrunner Equipment Pty Ltd (1985) 3 ACLC 735).



IX FINANCING DEALERS' STOCK IN TRADE

Both the Chattels Transfer Act and the Companies Act allow
security regimes which can be used for financing dealers' stock in
trade. However, neither system (with the exception of the 1974
amendment to the Chattels Transfer Act) contains any provision which
was specifically designed to deal with the fimancing of stock in
trade. The term stock in trade covers goods in the possession of a
manufacturer, wholesaler or retailer and held for the purpose of
sale or lease. It includes raw materials, sold as such and goods in
the process of manufacture. At retail 1level it includes both new
and second hand goods. The distinguishing features of stock in
trade are that the individual items turn over constantly in the
course of business and the dealer needs to maintain a continuous
line of stock to meet the customers' demands and because profit is
linked directly with turmover stock is 1likely to be the operators
largest single asset. This predicates medium to long term flexible
methods of financing. In addition to security over the goods the
financing arrangements might include security over intangibles,
particularly book debts and the factoring of the debts.

Fixed and floating charges over stock in trade

Most dealers incorporate and are thus able to create a
floating charge. There is some doubt as to whether it is possible
to create a fixed charge over stock in trade. The debate is
concerned with the. possibility of a fixed charge over future assets
or circulating capital. In the period between 1860-1880 the English
courts seemed to be prepared to recognise a fixed charge over stock
in trade whereas the modern tendency is a marked reluctance to
accept it. The o0ld cases appeared after the recognition in equity
of fixed charges over future assets by the House of Lords in Holroyd
v Marshall (1862) 10 HL Cas. 191 and were very numerous. Some
examples are: Re Marine Mansions Co (1867) LR 6 Eq 601; Leathem v
. Amour (1878) 47 LJ (QB) 581; Lazarus v Andrade (1880) 5 CPD 318:
Taylor v M’'Reand (1880) 5 CPD 358; Payne v Fern (1881) 6 QBD 621;
Clement v Matthews (1883) 11 QBD 808; CA; Joseph v Lyons (1884) 15
QBD 280, CA; Hallas v Robinson (1884) 15 QBD 288, CA; Re Clarke
(1887) 36 Ch D 348, CA; Taylor v Bank of New South Wales (1886) 11
App Cas 596, JCPC; Tailby v Official Receiver (1888) 13 App Cas 523,
HL; Re Neal [1914] 2 KB 910. Thus for instance in Taylor v M’Keand
(1880) 5 CPD 358 a charge over present and future stock in trade
with an express licence to deal was upheld. This line of cases
tended to die out after the English Bills of Sale Act (1878)
Amendment Act 1882 which required the goods charged to be identified
in a schedule. Another contributing factor was undoubtedly the
growth of an alternative in the form of the floating charge.
However, it is unfortunate that these cases were frequently not
cited in the floating charge cases and have been ignored in recent
discussions in the floating charge cases. The cases are dealt with
in a valuable unpublished paper by Peter Watts of Auckland Law
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School entitled "Alternative Types of Charge over a Company's
Business".

Fixed charges over future book debts have been recognised in
some recent overseas authorities (see Siebe Gorman & Co Ltd v
Barclays Bank Limited [1979] 2 Lloyds Rep 142 and Re Keenan Bros Ltd
[1986] BCLC 242 but compare Re Armagh Shoes Ltd [1984] BCLC 405 and
Re Brightlife Ltd [1987] 2 WLR 197). The rigorous wording which is
necessary to create a fixed charge in equity over future book debts
which will not be regarded as a floating charge is 1likely  to
frustrate the widespread use of this device in practice.

It has been argued convincingly by Peter Watts that
underlying the caselaw are important policy issues which the courts
have been reluctant to discuss openly. He argues that it is statute
law which is largely instrumental in changing the courts' attitude
to fixed charges over stock in trade. There are three types of
statutory provision which are relevant:

1. Those which confer priorities on tax and employee remuneration
in a receivership or winding-up and which omnly apply over floating
charges (see, for example, s.308 of the Companies Act). These
provisions would be undermined by recognition of fixed charges over
stock in trade. '

2. Registration provisions which reinforce the position of a
holder of a fixed charge.

3. Section 102(2) of the Companies Act 1955 whereby not all fixed
charges created by a company are registrable under the Companies Act.

Only one of the recemt cases which have examined the question
has attempted to discuss the policy issues involved in any depth.
This is the decision of the British Columbia Court of Appeal in R v
Federal Business Development Bank [1988] 17 BCLR (24) 273. This was
a case involving priorities between a statutory lien for sales tax
and a charge given to the defendant bank. The latter purported to
be a fixed charge over the company's stock in trade and gave the
company express permission to sell the stock in trade in the
ordinary course of business until notified in writing by the bank.
The majority of the Court of Appeal, while accepting the theoretical
possibility of a fixed charge over future assets, mnevertheless held
that it was not possible to have a fixed charge with a licence to
the chargor to deal with the assets in the ordinary course of its
business. McLachlin J A said -

"Why did the courts reject the concept of a fixed charge with
a licence to deal? In doing so, they undeniably limited the
freedom of debtor and creditor to contract as they might
choose in an age when freedom of contract was paramount. The
answer, it may be suggested, lies in the effects which
recognition of such a concept would have upon the rights of
third parties and general commercial activity, as well as the
perceived injustice of allowing the debtor to trade freely
while remaining immune from the normal incidents of 1legal
process [p.307] ... It would be unfair and inconsistent to
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permit a debenture holder to grant to a debtor the right to
carry on business, while insulating him from the usual
incidents of doing business, such as seizure and sale by
creditors and liens incidental to the business imposed by
statute ... Any other conclusion would be contrary to
ordinary commercial expectations and detrimental to the
public interest [p.310] ... Suppliers of stock-in-trade would
lose their wusual rights of garnishment and seizure. It is
not sufficient, in my view to tell them that they must be
more careful or demand cash payment:; such charges might
materially reduce and constrict business and the flow of
wealth and should not be adopted by the courts in the absence
of cogent and compelling reasons [p.311]." '

Wallace J A agreed. On the other hand Lambert J A was not
impressed by the impact which the recognition of fixed charge over
stock in trade would have on persons dealing with the company.
Suppliers could keep close track of the account and, if they wish,
insist on cash on delivery:; buyers might, depending on the size of
the transaction, take legal opinion or take out insurance. If the
terms of & charge were too complex the business of the company might
be frustrated. His Lordship was strongly opposed to the courts
-construing fixed charges as floating charges when it was contrary to
the express wishes of the draftsmen. .

It is thought that the policy reasons expressed by McLachlin
J A would also apply to automatic crystallisation of a floating
charge. Peter Watts argues convincingly that the statutory
priorities should be replaced by a fair reform which affects both
fixed and floating charges and provides contribution amongst
chargees. He argues that a comprehensive regime along the lines of
Article 9 would represemnt an improvement to the law and lead to the
eventual demise of the floating charge.

Since 1974 it has _been possible for an individual to create a
fixed charge over stock in trade. The Chattels Transfer Act
Amendment Act 1974 amended the 1924 Act by the introduction of
s.26(1d), s.26(2) and s.18(a). Section 26(1d) makes it possible for
sole traders and partnerships to give security over stock in trade
“and overcome the difficulties imposed by s.23 (schedule requirement)
and s.24 (after acquired property). Section 18A protects the bona
fide purchaser for value. These sections have been discussed in the
previous chapter, In theory they facilitate fixed charges over
stock in trade by both individuals and companies but in practice the
reform did not prove popular until the advent of G.S.T. To some
extent this was due to the conservatism of lending institutions who
preferred the floating charge. Now since G.S.T. fixed charges over
stock in trade are more popular since they give priority over G.S.T.
claims by the Revenue.

Bailment transactions

Instead of taking a charge manufacturers sometimes make use
of consignment plans- and stocking or floor plans. Under a
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consignment plan a master agreement is entered into which authorises
the dealer to purchase goods from a supplier on behalf of and as
agent for the financing creditor with the dealer taking possession
of the stock. Ownership remains with the financing creditor but
possession is delivered to. the dealer. The creditor acquires legal
title direct from the supplier. The dealer sells stock to trade
customers as agent for the financing creditor and holds as agent and
fiduciary the proceeds of such sales in trust for the financing
creditor to the extent of the advance made to him by the financing
creditor. ~

Under a stocking or floor plan the dealer himself acquires
title to the stock under hire purchase from a finance house. The
finance house normally enters into a master agreement with the
dealer. In each case the finance house makes an advance to the
dealer for the purchase of stock from a supplier or pays the
supplier direct. The dealer can acquire title to the stock direct
from the supplier and sell it to the finance house who then sells it
back to the dealer on hire purchase terms or the finance house may
take title at the outset, although possession is held by the dealer,
and then sell to the dealer on hire purchase terms. The dealer is
given possession by the finance house for the purpose of selling the
stock in the ordinary course of business. The dealer .under a
stocking plan usually sells as owner (since the terms of hire with
the finance house provide for title to pass to the dealer at the
time of the dealer concluding a retail sale) but under consignment
plan the dealer sells only as agent on behalf of the financing
-creditor as owner. In such schemes there is oftem a covenant to
hold the proceeds on trust which, unless it is regarded as a covert
charge on book debts, is not registrable. Both consignment and
stocking plans have the same overall effect as a floating charge or
a fixed charge under the 1974 amendment to the Chattels Transfer
Act. Registration is possible under the Chattels Transfer Act but
not the Companies Act but they are not usually registered under the
1924 act since there does not seem to be any real disadvantage in
not registering them. '

Reservation of property or title clauses

Reservation of property by a seller has always been possible
under ss. 19 and 20 of the Sale of Goods Act 1908. Section 19
provides that property passes when the parties intend it to pass and
s.21 enables a seller to retain a right of disposal. The latter is
most common in export sales transactions. Since the decision of the
English Court of Appeal in Aluminium Industries Vaassen BV v Romalpa
Aluminium Ltd [1976] 1 WLR 677 in 1976 such clauses have become
common in England and more recently in New Zealand and Australia.
Since 1976 such clauses frequently have come before the English
courts but as yet there is only one reported New Zealand case and
one reported Australian case at High Court or Supreme Court level
(Len Vidgen Ski & Leisure Ltd v Timaru Marine Supplies (1982) Ltd in
receivership (1985) 2 NZCLC 99, 438; Re Country Stores Pty Ltd
(1987). 11 ACLR 385).



The following principles emerge from the cases:

1. As we have seen a distinction can be drawn between simple and
complex reservation of property clauses. A simple clause is: one
which merely reserves property in the goods sold until payment. A
complex clause is one which goes further and purports to extend to
proceeds of sale or new goods produced using the goods sold and
other goods. A simple clause is valid under s.19 or s.21 of the
Sale of Goods Act 1908 and is not registrable. A complex clause
may, depending on the wording and the circumstances, give rise to
the equitable remedy of tracing or be ineffective as an unregistered
charge on book debts, bill of sale or floating charge. (Clough Mill
Ltd v Martin [1984] 3 All ER 982, 985.)

2. Even a simple reservation of property clause can be defeated
by sub-sale by the purchaser of the bona fide purchaser for value
without notice. This will be either because the original purchaser
is an agent with authority to resell or a buyer in possession under
$.27(2) of the Sale of Goods Act 1908 (Dayton Moneywright Scale Co
Ltd v Mather (1923) 18 MCR 86; Re Interview Ltd [1975] IR 382; Four
Point Garége Ltd v Carter [1985] 3 All ER 12). However, even in such
a case it might be possible to claim a right to trace the proceeds.
To do so will normally require the finding of a fiduciary relation-
ship which would not be constituted by the simple relationship of
seller and buyer (see Len Vidgen Ski & Leisure Ltd v Timaru Marine
Supplies (1982) Ltd (in receivership) (1985) 2 NZCLC 99, 438).

3. As Sir Robert Goff LJ said in Clough Mill Ltd v Martin [1984)] 3
All ER 982, 985:

"... it is of great importance to bear in mind that these
cases have been concerned with different clauses, very often
in materially different terms, that different cases have
raised differeant questions for decision and that the decision
in any particular case may have depended on how the matter
was presented to the court, and in particular may have
depended on a material concession by counsel. $So this is a
field in which we have to be particularly careful in reading
each decision in the light of the facts and issues before the
court in question."

4. Concepts 1like "bailment" or "fiduciary duty” must not be
allowed to impose characteristics on the parties which are at
variance with their expressed coatractual intention. The starting
point is always to be the contract itself (Ibid, 987).

5. As Donaldson MR indicated in Clough Mill Ltd v Martin (Ibid,
994) the object of the contract, for instance where it is intended
to create a security for payment, is not necessarily determinative
of the issue. What counts is the particular method adopted. This
is orthodox commercial construction but clashes with the policy of
insolvency law. The basic principle of insolvency administration is
equal treatment of creditors. The courts are reluctant to recognize
new forms of security or rights akin to security since this produces
unequal treatment of creditors (See J H Farrar and N Furey [1977]
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CLJ 27). The reasoms why a simple reservation of property clause is
valid are that the right is enshrined in the Sale of Goods Act and
is ancillary to the contract of sale. These reasons are not the
case with complex clauses or the right to trace and the onus is on
the supplier to establish the necessary equity.

6. The fact that a contract allows a buyer to have extensive
liberties towards the goods sold is not necessarily fatal to a
reservation of property clause nor to the characterisation of the
seller and buyer as bailor and bailee (Clough Mill Ltd v Martin
[1984] 3 All ER 982, 993).

7. The courts will not necessarily regard a provision of a
contract which in its terms is effective as being tainted by its
proximity to another clause which is invalid as an unregistered
charge (Ibid, 990).

It has been suggested that reservation of property gives rise
to an instrument registrable under the Chattels Transfer Act 1924,
although this point was not takem in the Len Vidgen case. This
would be so. unless it is regarded as a transfer of chattels in the
ordinary course of any trade or calling within the exceptions to
s.2(1). There is a full discussion of this in a note by Richard
Scragg to be published in the 1987 edition of the Canterbury Law
Review. Complex clauses will almost certainly fall outside this
exemption and be registrable. Reservation of property clauses of
the complex kind will be registrable under the Companies Act (if
they fall within categories specified in s.102(2) of the Companies
Act 1955). Frequently they will be registrable as corporate chattel
security, fixed or floating charges or charges over book debts.

Key problems in the case of reservation of property clauses,
apart from the question of the need to register are the existence of
a fiduciary relationship for the purposes of equitable tracing,
ownership and security interests over mixed goods at common law, and
the distinction between a fixed and floating charge. An alternative
to reservation of property is the use of the trust device. (See
e.g. Re Kayford Ltd [1979] 1 All ER 604.)

Purchase money security interest

The priority given by Article 9 to a purchase money security
interest is not clearly provided for under the Chattels Transfer
Act. There is a limited provision in s.24 of the Chattels Transfer
Act which provides that an instrument shall be void against the
persons mentioned in ss. 18 and 19 in respect of after acquired
property except in the case of a purchase money security interest.
There are problems with the interpretation of this section as were
highlighted. in Broadlands Finance Ltd v Shand Miller Musical
Supplies Ltd [1976]) 2 NZLR 124, (See D McLauchlan, "Chattels
Transfer Act The security that never was", (1977) NZLJ 118). There
is no corresponding provision in the Companies Act. However, in Re
Connolly Brothers Ltd No. 2 [1912] 2 Ch. 25 the English Court of
Appeal recognised the 9priority in equity of a purchase money
security interest in 1land over a prior floating charge. Cozens



Hardy MR said that the courts would be shutting their eyes to the
real transaction if they were to hold that the unencumbered fee
simple was ever in the company so that it became subject to the

charge of the debenture holders. The scope of this case and its

application to property other than land are problematic. There is a
need for legislation to clarify the matter.

The 1974 amendment to the Chattels Transfer Act and the law
relating to floating charges goes some way to protect a bona fide
purchaser for  value. This is in' spite of the doctrine of
constructive notice under both regimes. However, neither system
provides adequately for the resolution of problems of priority.
This is particularly the case with the more complex priority
questions which apply to intangible property and proceeds of sale.
There is a tendency in the legislation and in the case law to look
at the matter without regard to the underlying function of different
types of of security. The matter is resolved by the 1logic of the
law rather than the 'living law' of commercial transactions.
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X A SUMMARY OF THE DEFECIS OF THE PRESENT SYSTEM

Under the present system there is a multiplicity of forms
each with their own regime which are not fully integrated by the
statutory schemes. This creates law which is complex and almost as
confusing to the profession as it is to lay people. There is a
core of good sense in the New Zealand Chattels Transfer Act. This
is largely the result of indigenous reforms - the assimilation of
bailment and hire purchase, the recognition to some extent of
purchase money security interests, flexible agricultural securities,
facilitation of stock in trade financing, the protection of the bona
fide purchaser for value without notice and the coverage of book
debts. All these anticipate an Article 9 system but the reduction
of them to statutory form is studiously repulsive and in some
respects resembles an archeological digging of an early colonial
site where each generation has left its own deposit with resulting
complexity. This complexity and confusion leads to an increase in
transaction costs, unnecessary risk in routine transactions and the
possibility of real injustice.

Another substantial defect of the present system is the lack
of a central computerised register for all chattel securities. The
existence of two separate regimes is also intrimnsically problematic.
The Chattels Transfer system operates by a localised system of
registration in the High Court. There are sometimes difficulties
in determining the office at which to register an instrument under
the Chattels Transfer Act and problems of taking security over goods
which have yet to be brought into the jurisdiction. The Companies
Act registration is based on the Commercial Affairs Division of the
Justice Department. ' There is mno co-ordination of the two systems.
Both are manual systems with all the problems which arise from that
and both require registration of a copy of the security document,
causing enormous problems of storage for the registries. It would
be interesting to know how many identical copies of the standard
form of debenture of the major New Zealand banks are stored in
expensive premises of the Commercial Affairs Division in Wellington
and Auckland. Because both are manual systems, it is possible for
the records to go astray or be destroyed or mutilated. Only one
person can search the Companies register at a time. The existence
of defined registration periods and the need for a registration out
of time to be the subject of an application to the High Court is
unnecessarily complicated and expensive.

The effects of registration under the two systems is not
clear. Registration under the Chattels Transfer Act seems to be a
priority point and yet this is eroded by some later provisions, one
of which retains a concept of knowledge. The Companies Act system
is an incomplete security system. Registration is not a priority
point. Priority is determined by the date of the instrument. Non
registration merely gives rise to invalidity of a charge as against
the 1liquidator and creditors and it is difficult at times to
determine priorities. To do so involves considering the fact of
registration or non-registration and the common law and equitable
priority rules.
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In the case of corporate chattels securities there are
difficulties which arise from the cross-referencing to the Chattels
Transfer Act and there seems to be duplicated provision for book
debts. There - are problems of drafting with the attempt to
incorporate hire purchase into the Chattels Transfer Act and then
exclude customary hire purchase from the registration requirements.
These provisions do not mesh with the companies provisions. There
are subtle distinctions which arise with the two types of hire
purchase and arbitrary category questions in determining what are
customary hire purchase agreements. There are problems under both
systems with ‘determining the rights attaching to competing
securities and there is no clear pr:.or:.ty given to ‘a purchase money
secur1ty interest.

Neither system provides for the possibility of priority or
subordination agreements although this problem is to some extent
mitigated by the practice of some assistant registrars of companies
of allowing documents to be filed which are technically outside the
scope of the Companies Act. Neither system provides for variation
of instruments. Neither system provides adequately for stock in
trade fina‘fxcing. The 1974 amendments to the Chattels Transfer Act
have not generally proved popular in practice. There are problems
in creating a fixed charge over stock in tradé. There are intrinsic
problems with the floating charge which recent case law - has
highlighted - what interest is conferred before crystallisation,
what constitutes crystallisation and what are the priority rules.
Increasingly the protection afforded by a floating charge is being
reduced by the inroads of reservation of property clauses and
legislation giving priority to taxes and other preferred debts.

Reservation of property clauses are an area of continuing
confusion and complexity. The. registration requirements are far
from clear under either system. There are problems under both
systems with an attempt to take security over part of a chattel.

The list of registrable charges in the Companies Act needs
up-dating and there needs to be some integration with the Chattels
Transfer Act. Instead of a system based omn constructive notice
there. should be a system of perfection based on the time of
‘registration. There needs to be a statutory statement of priorities
as in the Australian Companies Code or under Article 9 of the U.S.
Uniform Commercial Code.

Lastly, there is a need for an integrated computerised system
with terminals in all of the main centres. This should be coupled
with the possibility of telephone searches.

)
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_ XI - REFORM OF THE LAW

Other jurisdicti ‘

U.S.A.

Professor Grant Gilmore in his monumental work "Security
Interest in Personal Property" Vol.I, chapter 9 p.288, described how
by the 20th century there was a demand that all types of personal
property be made available as security even though it was not
possible or feasible for the lender to take it in pledge. In
Vol.II, p.653 he stated "many lenders cannot take advantage of the
copper-riveted security of pledge - either because the collateral,
being intangible, is by its nature non pledgeable or because the
economics of the loan arrangement are such that the debtor must be
allowed to keep, use or even sell the collateral".. This demand ran
counter to long established rules of law which made sense against
the background out of which they had evolved. Professor Gilmore
argued that the development of the law to incorporate the change
caused a disturbance which took more than 100 years to work out.
In the course of this the law grew to a state of extraordinary
complication in which a transaction relatively simple in itself had
become fragmented. Article 9 represented an attempt at a synthesis
of the fragments.

Work began in 1946 and 1947 on a draft of what later became
Article 9 of the Uniform Commercial Code, a massive project to
recast and modernize the commercial laws of the United States, much
of which had hitherto developed £from the English Common Law.
Professor Allison Dunham was the reporter for the Article 9 draft.
Professor Gilmore became associated with the project in 1948. The
origins of what is now Article 9 seem to lie, at least in part, in
an article by Professor Gilmore written with Professor Alan Axelrod
entitled "Chattels Security” 57 Yale L.J. 517, 761 (1948). This
article argued that the traditional line of chattel security devices
should be abolished and in their place should be substituted a
series of liens designed to cover particular financial situationmns.
Professor Karl Llewellyn as Chief Reporter for the Uniform
Commercial Code and Professor Dunham had independently arrived at
similar conclusions. In -discovering this coincidence of views
Professor Llewellyn invited Professor Gilmore to serve with
Professor Dunham.

In the course of drafting, Article 9 went through a number of
transitions. The original idea was that all types of personal
property should be recognised as available for security. However,
it was envisaged that the various types of financing transactions
would each require a separate statute. These would be drawn up on
functional rather than legal conceptual bases. The five categories
identified were: :

(1) inventory and accounts receivable financing;
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¢ (2) financing on 'the security of long-term intangibles or
: contract rights; :
(3) industrial or business equipment financing;
(4) agricultiural financing;
(5) consumer goods financing.

However, it was found that such an approach required a very
elaborate classification with a considerable degree of repetition.
Eventually the idea of six separate statutes was abandoned and
Article 9 was re-drafted as omne statute. Some of the original
categorisation, however, survived the re-drafting process. The
classification plays its principal role in the parts of Article 9
dealing with perfection of the security  interest and the mechanics
of filing, priority and default. We will shortly give an outline
of the main features of Article 9.

In the course of drafting, opinions differed on whether
consumer protection provisions should be included in Article 9.
According to Professor Gilmore the "controversy over the consumer
section was one of the most violent in the history of the Code's
drafting. #The decision to abandon the field was no doubt wise in
view of the demonstrated impossibility of arriving at a satisfactory
solution”" (ibid Vol. I, p.293). The result is that in the main
consumer protection 1is expected to be dealt with in separate
specialised legislation.

Our main experience of Article 9 is through extensive
discussions with members of the' legal staff of Ford Motor Credit
Company in Michigan, Professor L. Lysaght of the University of
Detroit and a visit to the Article 9 registry in Springfield,
Illinois.

Canada

In Canada, three provinces and the Yukon Territory have
adopted systems based on Article 9. The first was Ontario. In 1960
" a committee was set up under the chairmanship of Mr Fred Catzman QC
which produced a draft bill four years later. The work was
sponsored by the Attorney General of Ontario and the draft bill was
published by the Ontario Queens Printer in 1964. The need for
reform was explained by Mr Catzman in graphic terms. In his
explanatory material accompanying the Draft Bill he said -~

"The jungle of our personal property security laws has been a
century in the making. From seeds planted in Victorian
times, the assorted statutes now on our books have grown into
a tangled mass, which has survived sporadic pruning and
hacking. The urgent need is for a bulldozer to clear away
the chaos, and for its replacement by a fresh and modern
statute."

The Attorney General then referred the draft bill to the
newly constituted Law Reform Commission of Ontario. The Commission
produced two reports in 1965 and 1966 respectively. The Commission
approved the concept but made suggestions for alteration of details
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in the scheme. Their principal suggestions of keeping company
charges outside the new scheme and having a period for registration
have both proved to be mistakes which are in urgent need of reform.
A Bill was introduced implementing the proposals as amended by the
Ontario Law Reform Commission and was enacted as The Personal
Property Security Act 1967. The Act, however, was not proclaimed in
force until ten years later. -This was because it was desired to
introduce a computerised system and the planning took longer than
anticipated. However, Ontario now has a centralised computerised
registration system which we have seen in operation. The Ontario
system is substantially based on Article 9 and in fact represents an
attempt to translate U.S. terminology into the terminology of a
commonwealth system. We have had lengthy discussions with some of
the members of the original Catzman committee and its successor;
members of the Ontario Law Reform Commission; 1leading Ontario
lawyers and bankers; Professors McLaren, Geva, Trebilcock and
Ziegel; Ms Rosemarie Gage, Registrar of the Personal Property
Security Registry and Mr H Ozolins, Registrar of Corporations. In
1963 the commercial law section of the Canadian Bar Association set
up a committee to make recommendations on the desirability of a
Uniform Act on Personal Property Security Law. This was chaired by
the Hon. R L Kellock QC and 1later Professor Jacob 2Ziegel.
Ultimately the committee produced a model Uniform Personal Property
Security Act which was approved by the Canadian Bar Association and
later adopted by the 1982 Uniform Law Conference of Canada. We have
had lengthy discussions with Professor Ziegel.

An earlier draft of the model act was taken as the basis of
Manitoba legislation which was proclaimed in force on September 1st
1978. Legislation based on the 1later draft was introduced in
Saskatchewan in the Personal Property Security Act which was
proclaimed in force on May lst 1981. The Saskatchewan Act contains
a number of innovations and has not followed the original amendments
by the Ontario Law Reform Commission to the Catzman Bill. We had
extensive discussions with Professor Ronald Cuming QC in Saskatoon.
Similar legislation has been introduced in the Yukon Territory.
Reports in favour of the adoption of such legislation have been
-produced in British Columbia, Alberta and Quebec. Although none of
the latter proposals have been implemented a new Bill is being
prepared in British Columbia which may well be enacted in the near
future. We discussed this with Professor Cuming and also with Mr
Arthur Close, Chairman of the British Columbia Law Reform
Commission. There is also a proposal for a single Personal Property
Security Act for the four Western Provinces. With minor exceptions
the Canadian statutes 'do not include = consumer ©protection
provisions. The intention is for such provisions to be the subject
matter of separate legislation. However, this has not always
occurred. See generally Jacob Ziegel, "The New Canadian Personal
Property Security [Legislation"” (1986) Lloyd's Maritime and
Commercial Law Quarterly 160; Ronald Cuming "Second Generation
Personal Property Security Legislation in Canada" (1981-2) 46
Sask.L.Rev.5.
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¢ The United Kingdom

In 1968 a committee was set up under the chairmanship of Lord
Crowther to enquire into the law and practice governing consumer
credit. The committee made a number of recommendations some of
which were incorporated in the Consumer Credit Act 1974. However,
-the committee also favoured reform of the law of personal property
security and recommended the enactment of a statute based
substantially on Article 9 or the Ontario Act. At the time no
action was taken on this part of their report but three years ago
the Department of Trade and Industry commissioned Professor Aubrey
Diamond to prepare a report on the matter. In 1986 he prepared a
discussion paper which seemed to favour the resurrection of  the
Crowther proposals. We have had correspondence with Professor
Diamond and consider the present position later in this report.

Australia

About the same time as the Crowther Committee reported there
was a simifar report in Australia. This was the Molomby Report
which  was originally appointed by the Law Council of Australia and
later reconvened by the Victorian Attorney General to consider an
earlier report produced by the Adelaide Law School. The Molomby
Report also favoured an Article 9 approach but this aspect of their
Report was not implemented. There were, however, reforms to motor
vehicles in some states and reforms to company charges. We have had
discussions and correspondence with leading Australian practitiomers
and academics. We consider the Australian reforms later in this
Report.

New Zealand

In New Zealand there were two reports dealing with the matter
in 1973. One was a report of the Legal Research Foundation and the
other was a report of the Contracts and Commercial Law Reform
Committee. These reports were followed in 1982 by a report by Mr
D F Dugdale to the Minister of Justice on the reform of the law as

" to chattel securities and in 1984 by the report of a Working Party

chaired by Mr John Lusk to review Clause 12 of the Companies

, Amendment Bill (No.2) 1982 (the 1latter reports will be known
d hereafter as "the Dugdale Report" and the "Lusk Report”).

Report of the Legal Research Foundation

The Legal Research Foundation recommended centralised
registration for New Zealand to replace the existing system. It was
thought that the Post Office would be the best arm of government to
deal with the matter. This would enable a central registry to be
"set up with access to it from the nearest Post Office. Instruments
and charges relating to motor cars should come under the centralised
system. It was felt that the need for a centralised registration
also applied to companies but that registration at the Companies
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Office should be retained. There should, however, be a requirement
that the Registrar should transmit particulars of the charge to the
Chattels Transfer Registry. The Committee recommended the abolition
of the 21 day period for registration. An assurance fund should be
set up. This would unavoidably increase costs. In other parts of
their report the committee recommended the abolition of s.57 of the
Chattels Transfer Act 1924, i.e. the privilege of customary hire
purchase agreements to be exempt from registration. The effect of
this would give dealers an option whether to register to obtain full
protection. The committee favoured ~these and other ad hoc
amendments which, it recognised, were patchwork revision, but felt
that these were necessary because of the urgency of the matter.
However, it was felt that such patchwork legislation should not be
regarded as a substitute for a more comprehensive system similar to
Article 9 of the U.S. Uniform Commercial Code.

Report of the Contracts and Commercial Law Reform Committee

The Contracts and Commercial Law Reform Committee favoured
the setting up of a central registry om the lines that the
foundation had suggested. It also supported the proposal to abolish
the status of the customary hire purchase agreement. The committee
accepted the piecemeal approach to reform but considered at the same
time that the same rules should govern the grant of security over
chattels regardless of the form used and regardless of whether the
debtor was ‘a company or an individual. However, it had reservations
about adopting something along the lines of Article 9. The only
legislative reform to arise out of the 1973 reports was the 1974
amendment to the Chattels Transfer Act 1924 to facilitate stock in
trade financing.

The Dugdale Report

Mr Donald Dugdale was commissioned by the Minister of Justice
to wvisit South Australia and Victoria' to = investigate recent
developments in the 1law relating-  to chattels security. In his’
report he identified the policy objectives of a chattels security
law. He stated these as follows: :

(a) The objective of publicly notifying the fact that the
possessor of chattels is not their true owner. He argued
that this policy objective is not appropriate to a more
commercially sophisticated age.

(b) The protection of the secured party.
(c) The protection of the bona fide purchaser for value.

He recognised, however, that in the working out of any detailed
legislation a host of subsidiary policy issues would arise. He
considered for instance that there were good grounds for contending
that no chattels securities scheme should force lenders to require
borrowers to incorporate. He also regarded consumer protection as
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¢ adequately catered for by the Credit Contracts Act 1981 and said
that any new <chattels security 1legislation "should be sternly
regarded as a technical or machinery measure and should not be
cluttered with any provisions having consumer protection as their
purpose". He then considered the mechanics of achieving these
policy objectives. He identified these as -

" (1) A register of title to chattels. He thought that although a
register of title to chattels had operated successfully in the case
of chattels of high value such as ships and in some jurisdictionms
motor vehicles it was obvious that a register of title to chattels
could not provide a general solution to the problem.

(2) A register of instruments. He referred to the fact that all
systems seem to be based on this concept. ’

(3) No register. He recognised that this option necessarily
involves the abandonment of the first policy objective and the need
for appropriate rules to do justice between competing claimants.
This involved either enforcement of the Nemo Dat rule or a tinkering
with the efisting exceptions. Mr Dugdale recognised on the one hand
that there was a system of registration of title in respect of
merchant ships already in force and on the other hand that the
present provisions regarding customary hire purchase was a system
divorced from any requirement of registration.

Mr Dugdale indicated that other commitments had prevented the
Contracts and Commercial Law Reform Committee from returning to the
topic of chattels security law for some time after the Amendment Act
of 1974. When it did return to the topic the Committee was aware
of new developments in Australia and this was the reason why he was
sent to investigate those developments. His report then summarised
the South Australian and Victorian developments. His view was that
the Victorian scheme which combined registration of security
interests over motor vehicles, .amendments to Nemo Dat and a
statutory compensation scheme represented some improvement. This
scheme is discussed later in this report. Mr Dugdale referred to

. the possible injustices to dealers. He thought, however, that the
introduction of such a scheme might not be economically feasible in
New Zealand and if so a package along the following lines should be
considered -

(1) All requirements for registration where the debtor was not a
corporation should be abolished.

(2) There should be a provision defeating a secured party's title
in favour of bona-fide purchasers other than dealers in transactions
say below $20,000. '

(3) Other cases should be dealt with under the Nemo Dat rule and
exceptions.

(4) Finance houses should be encouraged to work out a system of
title insurance.




58

(5) There should be a substantial one off financial grant made to
the Motor Vehicle Dealers' Institute to set up some private
enterprise information service in conjunction with the Finance
Houses Association. ‘ ) ‘

(6) The statutory "Advice to Purchasers" in Part II of the Hire
Purchase Act 1971 should contain a warning about the criminal
consequences of fraudulent disposal of goods and the Chattels
Transfer Act should contain a similar provision in respect of other
chattel securities.

Nothing was done to implement the Dugdale 'Report.-

The Lusk Report

The Working Party chaired by Mr John Lusk was set up by the
Hon J K McLay as Minister of Justice to review clause 12 of the
Companies Amendment Bill (No. 2) 1982, This clause contained a
number of provisions attempting to assimilate the company charges
provisions with some of the provisions of the Chattels Transfer Act
and to implement some of the reforms proposed by the U.K. Insolvency
Law Review Committee. The Lusk Report said that it remained to be
seen whether the Victorian scheme mentioned by the Dugdale Report
provided a workable solution to the day to day practical problems
which arise in the area of chattel securities. The Working Party
was nevertheless conscious of harmonising New Zealand commercial law
with Australian law in the spirit of C.E.R. However, in the case of
the reform of company charges in the Australian legislation of 1981
there was no attempt to integrate the corporate and non-corporate
systems. The Working Party identified two fundamental problems.
The first was the identification of the purpose of registration
which was ambiguous under the  existing legisation and  the
authorities. It was undesirable to extend the existing legislation
significantly when the true objective of the 1legislation was
unclear. Secondly there was a real need to have a complete review
of both systems of registration. In the Working Party's view the
objective should be simply to disclose the existence of a charge
rather than to indicate credit-worthiness. Registration could also
achieve other objectives such as establishing priorities. The
Working Party referred to the principal differences between the two
systems and suggested that the matter could be resolved in one of
the following three ways -

(1) The setting up of a new committee to consider the above schemes.

(2) By directing the Contracts and Commercial Law Reform Committee
to work in conjunction with the Working Party, or

(3) by the. Working Party being asked to proceed without regard to
the work of the Contracts and Commercial Law Reform Committee.

In the end Clause 12 of the Companies Amendment Bill (No.2)
1982 was not enacted and no further steps were taken to implement
either of the three altermatives suggested by the report.
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XII THE BASIS OF A RATIONAL AND FAIR SYSTEM, .

=

General principles , .

N Before getting embroiled in detail it is necessary to
consider what are the essentials of a rational and fair system. 1In
an article in the Law Quarterly Review, "The Modernisation .of
Personal Property Security Law" (1984) 100 LQR 234 at p.237,
Professor Roy Goode, a distinguished English Commercial Lawyer with
extensive experience in practice as well as a teacher of law,
identified these as the five features.

1. That all transactions intended as security should be regulated
as secured transactions, regardless of the technical legal form in
which they are cast.

2. That in any transaction thus characterised as a secured
transaction the creditor's interest should be limited to a security
interest, that is, to what is necessary to give him the amount he is
owed, togethe; with interest or charges.

3. That a person who in good faith acquires an interest in an

asset of the debtor company should not be subordinated to a prior -

security interest of which he had neither knowledge nor the means of
discovery.

4. As a éorollary of (3), that a secured creditor who wishes to
leave the debtor in possession of the security should be furnished
with simple, efficient and inexpemsive legal machinery by which he
may give public notice of the existence of his security interest.

5. The priority rules should be so designed as to avoid unjust
enrichment of one creditor at the expense of others.

In "Credit and Security in Australia - the Legal Problems of
Development Finance" pp.20-23, Professor David Allan and his
co-authors gave more detailed criteria. These included the

' following:

Identification of the collateral

The general body of property law regulates the type of
collateral. It should enable the lender to verify the borrower's
interest quickly and certainly. Formalities for the creation of
this security should be as simple and as cheap as possible but
should provide a permanent record of the transaction.

Registration of the security

Registration should be essential as a form of public
notification for the protection of the security except where this is
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adequately provided by other means e.g. possession. Any system of
registration should be simple and inexpensive. What should be
registered is not documents but the fact of the security interest.
The consequences of failure to register should be prescribed. This
should be the invalidity of an wunregistered security interest
against third parties.

Priori f security intere

This should depend entirely on the time of perfection.
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XIII AN OUTLINE OF THE MAIN FEATURES
OF ARTICLE 9 OF THE U.C.C.

Article 9 looks to the substance of the transaction, not the
form. It catches all transactions intended as security, regardless
of form. The parties can use whatever form they wish. Article 9
does not stipulate the particular form of security which must be
used. Under the code the agreement is known as a security
agreement and the interest it creates a security interest.

Article 9 applies to security over all types of personal
property, tangible or intangible. Its approach is functional.
There are special rules inter alia for inventory financing,
equipment and consumer goods.

The person in whom the security interest is vested is called
"the secured party" and the person who owes the obligation for which
the security interest is security is called the "debtor". The
subject matter of the security is called the "collateral".
"Collateral™ covers any kind of personal property but Article 9
creates a classification into different types of collateral: goods,
documents of title, instruments, securities, chattel paper and
intangibles.

Goods are divided into four sub-categories: inveﬁtory}
consumer goods; farm products; and equipment.

Inventory is goods which are held by a person who holds them
for sale or lease or to be furnished under contracts of service or
if he has so furnished them, or if they are raw materials, work in
process or materials used or consumed in a business. Inventory of a
person is mot to be classified as his equipment.

Consumer goods are goods used or brought for use primarily
for persomal, family or household purposes.

Farm products which is a category not adopted by the
' Canadians are goods which are crops or livestock or supplies used or
produced in farming operations or if they are products of crops or
livestock in their manufactured states and if they are in possession
of a debtor engaged in farming operations.

Equipment covers goods if they are used or bought for use
primarily in business or by a debtor who is a non-profit
organisation or government agency or if the goods are not included
in the other categories. Thus equipment is a residual catch-all
category. ‘

Document of title includes bill of lading, dock warrant, dock
receipt, warehouse receipt or order for the delivery of goods, and
also any other document which in the regular course of business or
financing is treated as adequately evidencing that the person in
possession of it is entitled to receive, hold and dispose of the
document and the goods it covers.
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Instrument means a megotiable imnstrument or any other writing
which evidences a right to the payment of money and is not itself a
security agreement or lease and is of a type which is in the
ordinary course of business transferred by delivery with any
necessary indorsement or assignment.

Chattel paper means a writing or writings which evidence both
a monetary obligation and a security interest in or a 1lease of
specific goods, but a charter or other contract involving the use or
hire of a vessel is not chattel paper. When a transaction is
evidenced both by such a security agreement or a lease and by an
instrument or a series of instruments, the group of writings taken
together constitutes chattel paper. An example of a chattel paper
in the New Zealand context would be a retail conditional sale
agreement. ‘ '

Two concepts are central to the scheme of Article 9. These
are “attachment"” and "perfection".

Attachment: Under Article 9-203(1) attachment takes place
when (a) the collateral is in the possession of the secured party
pursuant to the agreement or the debtor has signed a security
agreement which contains a description of the collateral and where
necessary a description of the land concerned (b) value has been
given and (c) the debtor has rights in the collateral. Paragraph (a)
reflects the fact that Article 9 is concerned with consensual
transactions. Value is defined in Article 1-201(44). It normally
means consideration for the purposes of the law of contract but
includes past consideration. Requirement (c) may be satisfied by
something less than title but more than mere possession of the goods
(see Cain v Country Club Delicatessan of Saybrook Inc (1964) 203 A
2d 441; Euroclean Canada Inc v Forest Glade Investments Ltd (1985) 4
PPSAC 271 (Ont. CA)). '

Perfection means taking the steps necessary to give the
secured interest the greatest bundle of rights available under the
legislation vis-a-vis other parties claiming an interest in the
‘collateral. In other words perfection is about priority and does
not necessarily refer to an absolute validity against third parties
(Gilmore, "Security Interests in Personal Property", Vol.II, p.653).
Perfection is achieved in one of two ways:

(1) registration of the interest against the name of the debtor or
(2) taking possession of the collateral.

In the case of some types of collateral such as goods and
chattel paper the security interest can be perfected in either
manner. In other cases, which are wusually self-explanatory,
perfection can only take place by one of these methods. The
underlying logic is that for collateral which has some of the
attributes of negotiability the only sufficient method is by taking
possession. In the case of collateral with no physical or
documentary existence the security interest may only be perfected by
registration. Thus intangibles need perfection by registration.
The prevalent Canadian philosophy is that all security interests
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" to invulnerability under Article 9 is a purchase money loan on the
security of goods over which the debtor 'is givemn no power of
disposition but even this case can be subjected to a non consensual
_lien such as a common law lien (see Gilmore ibid).

One of the accomplishments of Article 9 was to facilitate a
fixed security in stock in trade. Previously this  -had not been
possible under U.S. laws because of the decision of the United
States Supreme Court in Benedict v Ratner 268 U.S. 353. Technically
that decision only applied to New York law although it was often
cited ‘in other Jjurisdictiomns. U.S. laws did not recognise the
floating charge. - The result of Article 9 is that Benedict v Ratner
is overturned and it is now possible under Article 9 to create a
fixed charge over fluctuating assets. In Canada where the floating
charge was recognised the status of the floating charge under the
Article 9 system has been the matter of some controversy.
Eventually this debate will wither away as people see the wisdom of
opting for a fixed charge over fluctuating assets. If it is
possible to create a fixed charge over fluctuating assets in the
case of a gompany then there will be the immediate advantage under
the law as. it now stands of the secured creditor having pr:.orlty
over the revenue. : .

Article 9 provides a simple system of filing based on the
concept of “notice filing". The idea is to confine the particulars
to a minimum. : -

Article 9 adopts a set of priority rules based not omn the
traditional legal or on equitable rules but on sound commercial
conceptions of what is a fair result in the typical case. The
essence of the system is that filing is a priority point. A
perfected security interest in an inveantory carries through :to
proceeds subject to some qualifications requiring reperfection in
some cases.

The main priority rules are that amongst unperfected
cred:.tors the first to attach has priority. Where one creditor has
- perfected his or her secured interest he or she has priority.
Amongst perfected creditors the general rule is priority is given to
the interest filed first. There are, however, special rules for
purchase money security interests which are given a measure of super
priority. In additiomn there are detailed sub- systems which apply to
different types of collateral.

Article 9 also contains a code of remedies applicable on
default by the debtor. Upon the debtor's default the secured party
can take possession of the collateral, he or she may also dispose of
the collateral and apply the proceeds towards expenses and the
amount of the indebtedness. In limited circumstances the defaulting
debtor ' has the right to redeem the collateral or reinstate - the
security agreement. :
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X1v TRANSACIIONSV INCLUb AND ' EXCLUDED
FROM ARTICLE 9 SYSTEMS

As we have seen above, the concept of a security interes
covers every interest in personal property or fixtures which secure:
payment or performance of an obligation. Thus pledges, chatte.
mortgages conditional sales, reservation of property clauses an
trust receipts all fall within the broad definition. In additio:
certain rights which had hitherto not been considered securit;
rights were also included e.g. the rights of the buyer of account
or chattel paper. Leases of goods are only included in Article 9 an
the Ontario and Manitoba Personal Property Security Acts if they ari
intended by way of security. On the other hand s.3 of th
Saskatchewan Act expressly includes any leases having a term of mor
than a year. The reason for the latter was that it was though
desirable to avoid the difficult questions which had arisen in th
cases of distinguishing those leases which are intended by way o:
security from those which are not. (See R C Cuming and R J Wood *.
Handbook on the Saskatchewan Personal Property Security Act", 27
33.) Similar distinctions have been attempted in New Zealand - sel
for example s.3 (l)(e) of the Credit Contracts Act 1981 and s.22A o
the Income Tax Act 1976. '

Article 9 and the Saskatchewan Act include corporat:
securities. These were excluded from s.3(1)(c) of the Ontario Ac!
at the suggestion of the Ontario Law Reform Commission but thei:
exclusion has led to difficulties in practice. It has, therefore,
been proposed that they should be included in a revision of ths
Ontario Act. The Manitoba Act includes them to some extent but doe:
not go as far as the Saskatchewan Act. Certain matters which' ar
outside the scope of Article 9 are nevertheless included on th
register in Saskatchewan. This is for administrative reasons only.

All Article 9 systems apply only to consensual transactions
Thus liens given by statute or rule of law are excluded (Articl
9-104(c); Ontario Act, s.3(1l)(a): Saskatchewan Act, s.4(a)). Als
excluded from Article 9 itself are:

(i) a sale of accounts or chattel paper as part of a sale of th
business out of which they arose or an assignment of account:
of chattel paper which is for the purpose of collection only
This exception is necessary because even absolute assignment:
of book debts (accounts) are registrable under Article !
systems, not just assignments by way of mortgage as in Nen
Zealand. Without this exception, a sale of a busines:
(including its debts) would give rise to a need to registe:
notice of the assignment;

(ii) a transfer of an interest in a policy of insurance except a:
provided with respect to proceeds;

(iii) a right of set-off;
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(iv) a transfer of an interest in any deposit account except in
certain circumstances.

There are other items excluded but these are the principal ones (see
generally Article 9-104, Ontario Act, s.3; Saskatchewan Act, s.4).,
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XV REGISTRATION

All modern Article 9 registration .systems: are based on -the
concept of notice filing rather than instrument filing. In this
respect they differ markedly from the current New Zealand practice.
Instead of a copy of an instrument being filed a simple notice is
filed. In the U.S.A. this is known as a financing statement.

Article 9-402(1) provides inter alia that:

*a financing statement is sufficient if it gives the names of
the debtor and the secured party, is signed by the debtor,
gives an address of the secured party from which information
concerning the security interest may be obtained, gives a
mailing address of the debtor and contains a statement
indicating the types, or describing the items, of
collateral. A financing statement may be filed before a
security agreement is made or a security interest otherwise
attaches. It is however, possible in some U.S. jurisdictions
to file a copy of the instrument if it contains the = above
information and is signed by the debtor."

In the U.S.A. Article 9 leaves it to the adopting state to
determine what type of registration is necessary. The choice is
basically between a centralised state wide filing system and a
system of local filing. Largely for political reasons in the U.S.A.
some limited local filing has been retained. All three Canadian
provinces on the other hand have opted for a system of centralised
notice filing in the provincial capital. This is fully computerised
and linked with District Registries. However, all filing is done
centrally. It is hoped, however, in the Canadian provinces to move
to a system where creditors will be able to file their own notices
on line. Examples of the different forms of notice are contained in
Appendices C and E to this report. The Ontario Act originally
required instrument filing but by amendments in 1973 (before the
coming into operation of the system) it moved to a system of notice
filing. ’ ‘

Notice filing is much simpler to administer than instrument
filing but it does not give all the information which instrument
filing does. However, since the principal purpose of searching a
copy of an instrument on the register in New Zealand at the moment
is to discover provisions which might affect the question of
priorities, the .replacement of the unsatisfactory amalgam of
priority rules by a streamlined statutory system removes the need to
search a copy of the instrument.

Ontario has had problems with the identification of debtors.
This seems to be the result of its statutory regulations prescribing
the details which required that the details of the debtor's name
must include a middle initial and the inflexibility of its computer
programme. With this can be compared the comparative simplicity of
Article 9 itself which provides in para.9-402(8) that a financial
statement substantially complying with the requirements of the
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section is effective even though it contains minor errors which are
not seriously misleading. This particular paragraph was amended in
'1972. The U.S. courts have generally taken a fairly robust line in
interpretation .of this paragraph. Section 47(5) of the Ontario Act
provides that an error of a clerical nature or in an immaterial or
non-essential part of a financing statement that has not misled does
not - invalidate the registration or destroy the - effect of the
registration. The Ontario courts have frequently taken the view
that things prescribed by .the statutory regulations are material
(see Re Laverty (1982) .3 PPSAC 1 but cf. Re 533812 Ontario Ltd;
Touche Ross v Ford Credit Canada Ltd (1985) 5 PPSAC 128; (1987) 7
PPSAC xi). The section is 1likely to be amended to overcome this
problem, following recommendation of an advisory committee which
reviewed the Ontario Act.

t

The Saskatchewan Act on the other hand opts for a system
which contains a more flexible searching regime and registration |
verification whereby on entry of the debt at the registry a |
verification statement is automatically produced and sent to the
creditor for checking. In addition s.66(1) of the Saskatchewan Act
provides: '

“The validity or effectiveness of a document to which this
Act ' applies is not affected by reason of a defect,
irregularity, omission or error therein or in the execution
or registration thereof unless the defect, irregularity,
omission or error is seriously misleading."”

As can be seen this wording adopts the phrase "seriously misleading"
which appears in the revised version of Article 9-402(8).

The effect of registration, as we have seen, is that it is
the main method of perfecting a security interest in collateral,
Perfection is crucial to the statutory system of priorities.
Section 53 of the Ontario Act, unlike Article 9 itself, provides
that registration of a financing statement constitutes notice of the
security interest. Section 51 of the Saskatchewan Act, however,
provides that registration does not constitute constructive notice
or knowledge of the contents of the document to third parties.
"There is no reason why, in an Article 9 system, the concept of
constructive notice should be retained. It has no place in a system
which is based on perfection of a security interest. To introduce
doctrines whose implications are unclear runs the risk of
jeopardising the whole system. ' '
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XVI PERFECTION

Perfection is a technical term used in Article 9. Although
it is not sharply defined its function is clear. In order to :gain
priority over third parties the secured party must generally perfect
his security interest. In some cases a security interest is
perfected as soon as it attaches. In other cases ‘it has temporary
perfection. for 21 days. In other cases it is perfected as long as
the secured party keeps possession of the collateral. However, in
the vast majority of cases the secured party must g1ve public not:.ce
by filing a financing statement.

Article 9-302(1) excludes certain categories of security
_interest from the filing requirement. Of these the most important
are: v , ‘

1. A security interest in property in the possession - of the
secured party (see too s.24 of the Ontario Act; s.24 of the
Saskatchewan Act). :

2, A purchase money security interest in consumer goods (other
than registered motor vehicles). (This is in fact an example of
automatic perfection which is not found in the Canadian legislation.)

3. An absci’luté assignment of accounts which does not ‘transfer a
significant part of the outstanding accounts of the assignor. (This
has not been adopted in Canada.) v

4, A security interest temporarily perfected in instruments or
documents under Article 9-304 (s.26 of the Ontario Act; .5.26 of the
Saskatchewan Act).

5. - A security interest 1in proceeds of sale ‘or disposal of
collateral for a 10 day period after such disposal if the security
interest in the - original collateral was perfected (Article
9-306(3)). (Compare s.28(3) of the Saskatchewan Act.) '

Possession without filing can perfect a security interest
where the collateral consists of goods, money, documents,
instruments or chattel paper (Article 9-305; s.24 of the Ontario
Act; s.24 of the Saskatchewan Act). Generally speaking, accounts
and general intangibles cannot be perfected by possession because
they are not regarded as possessable. On the other hand, subject to
what we say below, security interests in instruments can only be
perfected by possession, subject to the possibility of temporary
perfection. (Article 9-304(4)(5); s.26(2) of the Ontario Act:
s.26(2) of the Saskatchewan Act.)

The Saskatchewan Act is peculiar in that it permits the
registration of a security interest in any type. of collateral
including highly negotiable collateral such as money and bills of
exchange. It is 1likely that this feature of the Saskatchewan Act
will become general throughout Canada eventually.



69

XVII PRIORITIES

At the heart of any commercial security problem is the
establishment of priorities. Under an Article 9 system ‘the
practical question to be asked is, is the security interest
unperfected? If it is, then the secured party will have little
priority. If on the other hand it is perfected then Article 9
specifies a number of rules. The principal rules are the first to
file or perfect rule, the purchase money security interest rules and
special rules which are applicable to fixtures, accessions and
commingled goods. In addition there are rules governing competing
claims to the proceeds of sale or disposition of the collateral.
Finally there is the case  of the persons against whom even a
perfected interest holds no protection. The principal examples are
a bona fide purchaser from a dealer in goods, and the holder in due
course of a negotiable instrument. ,

There are two ways of approaching the priority rules of
Article 9 -+ the first is to examine the special rules and then to
consider the general propositons ‘of Article 9-312 which cover all
cases not subject to one of the special rules. This is the scheme
of the draftsmen of Article 9. The second way is to treat Article
9-312 as general rules and the special rules as some kind of
exceptions. This would have a certain logic about it but might lead
one into error.  We will, therefore, follow the draftsmen's intended
scheme, recognising that for the purposes of this report we are
merely skating over the surface of a complex set of propositioms.
The complexity is not simply the fault of the draftsmen but lies in
the difficulty of the problem (see Gilmore Secur.lty Interests in
Personal Property, 'Vol.II, p.657).

Purchase money security interests - - Lo«

There are special rules for purchase money security
interests. Purchase money security interests can be divided into two
~ species -

{a) non-inventory purchase money security interests; and
(b) inventory purchase money security interests.

Non-inventory purchase money security interests

A purchase money security interest in collateral other than
inventory takes priority over conflicting security interests if the
interest' is perfected when the debtor takes possession of  the
collateral or within 10 days thereafter (Article 9-312(4) s.34(3) of
the Ontario Act; s.34(1) of the Saskatchewan Act). The rationale of
this is that by supplying the goods the creditor is augmenting the
debtor's estate. Thus arguably the other creditors are in no worse
position than if he had not entered into the purchase money
agreement. The existence of a purchase money security interest
arquably prevents a debtor from becoming dominated by his or her
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existing creditors. The effect of this super priority is to cut
across the genmeral rule both in terms of time and in method of
perfection.. Knowledge of a prior interest is immaterial even where
the interests weére filed at the time of sale and known to the
purchase money secured party (Noble Co v Mack Financial Corp 264 A
24 325). ' '

Inventory purchase money security interest

A creditor with a purchase money security interest in
inventory is afforded super priority if the filing requirements are
fulfilled:

1. The purchase money security interest must already be perfected
at the time the debtor receives possession of the collateral. In
other words there is no ten day grace period as in the case of
non-inventory collateral (Article 9-312(3)(a); Ontario -Act s.34(2):;
Saskatchewan Act s.34 (2)).

2. The purchase money secured party must give written notice to
any other security interest holder of whom he knows or who has
previously filed a financing statement covering inventory of the
same type of goods as those contained in the purchase money security
interest. This does not <cover a person financing a debtor's
accounts. The notice must be given prior to the date when the
debtor takes possession of the collateral (Article 9-312(3)(b):;
Ontario Act, s.34(2)(b); Saskatchewan Act, s.34(2)(b)).

Other specgial rules

There are speéial rules for certain types of collateral. We
will deal with the more important of these below.

Fixtures

The present rules are in contained in the 1972 version of the
Code. First, it should be noted that these rules do not apply to
perfected interests in readily removable factory and office machines
or replacement of consumer goods which are domestic appliances. It
is unlikely in any event that any of these are fixtures. Most
security interests in fixtures will be purchase money . security
interests. Such interests prevail against most existing and future
interests in the land provided the purchase money security interest
is perfected by a "fixture filing" at the time the goods are fixed
to the land or within ten days thereafter (Article 9-313). However,
a lender who finances the construction of a building takes ' top
priority as to all items that become part of the building during
construction. Thus even a perfected purchase money security
interest in goods becoming fixtures during construction will rank
subordinate to it (Article 9-313(6). It is of course possible to
have express subordination agreements which vary these rules. 1In
the case of non-purchase money security interests these will rank
subordinate to a prior recorded interest in the land if they are
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created more than ten days after the goods become a fixture. On the
.other hand they will prevail over subsequent parties if there is a
fixture filing before the subsequent parties obtain their rights in
the land. There is no special fixture filing provision in Canada as
there is in the United States. In the Ontario and Saskatchewan Acts
an interest in fixtures will have priority over a person with an
interest in the land if the security interest attached to the goods
before they became fixtures. A security interest that attached to
goods after they became fixtures has priority over the claim of any
person who subsequently acquired an interest in the land but not
over a person who had a registered interest in. the land at the time-
the security interest attached to the goods and who has not.
consented in writing to the security interest or ‘disclaimed an
interest in the goods as fixtures (Ontario Act s.36(1), (2):
Saskatchewan Act s.36(1)). ‘

Accessions

Where goods are attached to other goods Article 9-314 sets
out rules which apply. (See too Ontario Act, s.37; Saskatchewan
Act, s.37.) In general a creditor whose security interest attaches
before the goods are affixed takes priority. Perfection is not
required (Article 9-314(1) Ontario Act, s.37(1); Saskatchewan Act
s.37(1)). A security interest which attaches to goods after they °
become part of the whole has priority over all persons subsequently
acquiring interest in the whole (subject to certain exceptions) but
not against any person with an interest in the whole at the time
when his or her security interest attaches where the latter person
has not consented in writing. Security interests under the previous
rules do not take priority over - ’

(a) a subsequent purchaser for value of any interest in the
whole; or -
(b) a creditor with a prior perfected interest in the whole to

the extent that he makes subsequent advances,

if the subsequent purchase is made or the subsequent advance made
~without knowledge of the security interest and before it is
perfected. :

Commingled goods

Linked with the question of accession is the question of the
commingling of goods. Here the rules are set out in Article 9-315;
Ontario Act, s.38; Saskatchewan Act, s.38. Where there is a
perfected security interest in goods which have become part of a
larger mass so that they are no longer identifiable the security
interest continues in the mass as a perfected interest. This is
regardless of identifiability. If there are competing interests in
the mass then each ranks proportionately in the ratio which the
original cost of the goods covered by the security interests bears
to the total mass.
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Proceeds

Prior to the UCC if a debtor was allowed to use or dispose of
the collateral or retain the proceeds the security interest was
treated as a floating lien (Benedict v Ratner 268 US 353 (1925)).
The effect of Benedict v Ratner was that such a lien was fraudulent.
Article 9-205 now expressly provides that a security interest is not
invalid or fraudulent against creditors by reason of such a
permission being granted to the debtor. Insurance proceeds are
regarded as proceeds for this purpose. The secured party's rights
in respect of proceeds arise by operation of law in accordance with
presumed .intent unless otherwise agreed (Article 9-306(2); cf.
Ontario Act, s.27(2); Saskatchewan Act, s.28(1)). As long as the
secured rights interest in the original collateral was perfected
that interest will normally continue automatically to apply to
identifiable proceeds. Under the Saskatchewan Act collateral in
proceeds is treated for the purpose of perfection as if it were
itself collateral., Unlike under the Ontario Act it is, therefore,
necessary to describe the proceeds collateral in a financing
statement (Saskatchewan Act s.28(2)).

In the event of insolvency proceedings instituted by or
against a debtor, a secured party with a perfected security interest
in proceeds has a perfected security interest only in the following
proceeds:

(a) - in identifiable non-cash proceeds and in separate deposit
accounts containing only proceeds;

(b) in identifiable cash proceeds in the form of money which is
neither commingled with other money nor deposited in a
deposit account prior to the insolvency proceedings;

(c) in identifiable cash proceeds in the form of cheques and the
like which are not deposited in a deposit account prior to
the insolvency proceedings; and

(a) in all cash and deposit accounts of the debtor in which
proceeds have been commingled with other funds, but the
perfected security interest under this paragraph (4) is -

(i) subject to any right to set-off, and

(ii) limited to an amount not greater than the amount of
any cash proceeds received by the debtor within ten days
before the institution of the insolvency proceedings less the
sum of -

. the payments to the secured party on account of cash
proceeds received by the debtor during such period and

. the cash proceeds received by the debtor during such
period to which the secured party is entitled under
paragraphs (a) through (c) of this subs.(4). (Article
9-306(4))
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In Canada the corresponding provisions in s.27 of the Ontario
.Act and s.28 of the Saskatchewan Act are much briefer and do not
contain the detailed rules set out in Article 9-306(4). The reason

‘for these differences is no doubt due to the fact that under the

Canadian constitution bankruptcy is governed exclusively by federal
legislation. The interest in proceeds will be extinguished if the
proceeds are not identifiable or .traceable (Ontario Act, s.27(2)).
The terms used in s.27(2) are not defined and one has to turn to the
case law to ascertain their meaning. The essence of "identifiable"
at common law is that the claimant has a right in rem to the
collateral giving rise to the proceeds. The property must be
capable of being traced and it must not be unjust to allow the
claimant to re-take possession (R McLaremn "Personal  Property
Security" 4.02[2]). :

The equitable remedy of tracing is more extemsive than the
common law right but it has been held by the Ontario Court of Appeal
in. General Motors Acceptance Group of Canada Ltd v Bank of Nova
Scotia (1986) 55 OR (2d) 438 that it is necessary even for this
purpose to establish the existence of a fiduciary relationship.
The necessipy for a fiduciary relationship is debatable in English
law and Professor Jacob 2Ziegel strongly argues that it should be
irrelevant as regards s.27(3) (J S Ziegel "Tracing of proceeds under
the Ontario Personal Property Security Act: General Motors
Acceptance Group of Canada Ltd v Bank of Nova Scotia" (1987) 13
Canadian Business Law Journal 177, 188 et seq). In Professor
Ziegel's opinion the wording in s.27(2) is a "terminal test limiting

the scope of the right to trace and was never meant to impose the

additional requirement of a fiduciary relationship”. He argues that
it makes no sense to do so since there is already a perfected
security interest in proceeds. In the General Motors Acceptance
case proceeds of sale of inventory were held to be neither
identifiable nor traceable upon deposit in the debtors active bank
accounts. Thus aside from the fiduciary requirement the property was
no longer identifiable in the hands of the dJefendant. For a
discussion of the position in Saskatchewan law see R C Cuming and
R J Wood "A Handbook on the Saskatchewan Personal Property Security
Act", pp.142 et seq. and cf. Article 9-306(4)(b) and (d) above.

Future advances

The security agreement can create security interests in the
collateral not only in respect of the original loan but also future
loans by the same .creditor (Article 9-204(3); Ontario Act, s.15;
Saskatchewan Act s.14(1)). Where, however, the original security
agreement does not cover future loans a secured party can still have
priority over later creditors in respect of a future advance by
filing or possession (Article 9-312(7); Saskatchewan Act, 5.35(4)).

Special rules for buyers

Article 9 favours buyers of the collateral in certain
circumstances. Thus under Article 9-307(1) (Ontario Act, s.39(1)
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cf. Saskatchewan Act s.30(1l)) a buyer in the ordinary course of
inventory from a dealer takes prior to the rights of any secured
party whether perfected or not. Article 9-308 (Ontario Act,
s.30(2); Saskatchewan Act, s.31l) gives protection to certain buyers
of chattel paper and instruments, Article 9-309 (Ontario Act, s.31;
Saskatchewan Act, s.31(4) to buyers of negotiable instruments and
documents and Article 9-307(2) to consumers who buy household goods
from other consumers.

Clearly, where the security agreement authorises a sale the
buyer will take free of even a perfected security interest (Article
9-306(2); Ontario Act, s.27(1l)(a); Saskatchewan Act, s.28(1)(a)).
Such authorisation can be inferred from a course of dealing. If,
however, it cannot be established that the sale was authorised by
the secured party Article 9-307(1l) (Ontario Act, s.30; Saskatchewan
Act, s.30) sets out rules which may allow the buyer to take free of
the secured party's interest. The basic rule in Article 9-307(1)
is - A buyer in the ordinary course of business other than a person
buying farm products from a person engaged in farming operations
takes free of a security interest created by his or her seller. even
though the security interest is perfected and even though the buyer
knows of its existence. In order to fall within Article 9-307 (1)
six conditions must be satisfied: o

1. The buyer must be in the ordinary course.

2, He must not take his interest as security for a pre-existing
debt i.e. he must give new value. '

3. He must buy from one who is in the business of selling goods
of the kind bought.

4, He must buy in good faith and without knowledge that the
purchase is inconsistent with another's ownership rights or security
interest.

5. The purchase must not be of farm products from a person
-engaged in farming.

6. The security interest must be one created by the seller
himself. (See White & Summers, Uniform Commercial Code Handbook,
p.1067.)

In determining the meaning of ordinary course there seems to
be a conflict between the provisions of Article 9-307(1) which
protects an ordinary course buyer "even though [he] knows of [the
security agreements] existence and the definition of "buyer in the
ordinary course of business" in Article 1-201(9) as a person who
buys "without knowledge that the sale to him is in violation of the
ownership rights or security interest of a third person”. The
conflict can be resolved by saying that the buyer may know that a
security interest exists but he must not know that the purchase is
in breach of that security interest. (See O M Scott Credit Corp v
Apex Inc 198 A 24 673.,)
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Where a consumer buys goods for his or her personal use and

. then sells them to another consumer a conflict may arise between the

rights of the subsequent consumer and a person holding a security
interest in the goods from the original consumer. Such a sale would
not fall within Article 9-307(1) because the second coansumer would
not have purchased from someone "in the business of selling goods of
that kind". However, Article 9-307(2) may protect the second
consumer. It provides:

“In the case of coansumer goods, a buyer takes free of a
security interest even though perfected if he buys without
_knowledge of the security interest, for value and for his own
personal, family or household purposes unless prior to the
purchase the secured party has filed a financing statement
covering such goods."”

In order to fall within this provision the goods must be consumer
goods in the hands of both the first and second consumers. In
practice purchase money security interests are rarely protected by
filing. It is usually not worth the cost and the 1likelihood of
resale is regarded as low.

The Ontario Act simply provides in s.30(1l) that a purchaser
of goods from a seller who sells the goods in the ordinary course of
business takes them free from any security interest therein given by
his seller even though it is perfected and the purchaser actually
knows of it. This gives no protection to a person who subsequently
buys from the original buyer, even though the original buyer was
protected. In contrast s.30 of the Saskatchewan Act sets out a
number of detailed rules. These provide as follows:

First, a buyer or lessee of goods sold or leased in the
ordinary course of business of the seller or lessor takes free of
any perfected or unperfected security interest whether or not the
buyer or lessor knows of it _unless the secured party proves that the
buyer or lessor also knows that the sale or 1lease constitutes a
breach of the security agreement (Saskatchewan Act, s.30 (1)).
Secondly, a buyer or lessee of goods bought or leased primarily for

~ personal, family, household or farming wuses takes ‘free of a

perfected security interest in the goods if:

(a) he gives new value for his interest:;

(b) he bought or leased the goods without notice of the
security interest; ' and

(c) he receives delivery of the goods. (s. 30(2))

However, the second rule does not apply to a security interest in -

(a) a motor vehicle as defined in the regulations;
(b) fixtures; or
(c) goods whose purchase price exceeds $500 or, in the

case Oof a lease, whose retail market value exceeds
$500. (s.30(3))

Certain sales are excluded from s.30(1) and (2). Thus a transfer

SRIYECE

;




76

as security for a money debt or a past liability are excluded.
There are special rules protecting a buyer or lessee from a security
interest which is temporarily perfected. .

The Saskatchewan Court of Appeal has held that a sale "in the
ordinary course of business”" includes a sale to the public at large
of the type normally made by the vendor in a particular business
where the basic business dealings between buyer and seller are
carried out under normal terms and consistent with general
commercial practice. It does not include private sales between
individuals. (Royal Bank of Canada v 216200 Alberta Ltd [1987] 1
WWR 545.) Section 30(2) is a much wider provision but limited in
scope. Such a provision is consistent with Saskatchewan's
tradition of protecting small consumers and farmers. (See
generally R C Cuming and R J Wood "A Handbook on the Saskatchewan
Personal Property Security Act", pp.l167 et seq.)

Purchases of chattel paper and'non-negotiéble instruments

Such purchases fall outside Article 9-307(1) but may be
protected by Article 9-308; Ontario Act, s8.30 (2) and (3);
Saskatchewan Act, s.31. This provides that a purchaser of chattel
paper or of an instrument takes free of a filed or temporarily
perfected security interest if he or she has done the following
three things:

1. given new value;

2, taken possession of the paper or instrument in the ordinary
course of his or her business;

3. taken without knowing that the paper or instrument is subject

to security interest.
Even where the purchaser knows he will still take free of an
interest which is claimed merely as proceeds of inventory subject to
a security interest. .
Purchasers of negotiable instruments etc.

Article 9-305 (Saskatchewan Act s.31(4):; cf. Ontario Act,
s.31) provides that a secured party is subordinate to the rights of
a holder in due course of a negotiable instrument. This is the

case even where the security interest is perfected or temporarily
perfected.

Residual general rules

Unperfected creditors

Here the rules are as follows:

- 1. If all the relevant creditors are unperfected then the order of

attachment determines priority (Article 9-312(5)(b)); Ontario Act



77

s.35(1)(c): Saskatchewan Act, s.35(1)).

2, An unperfected creditor ranks subordinate to a creditor who has
perfected a security interest in the collateral first. Knowledge and
the time of attachment are irrelevant..

3. Certain judicial and statutory 1liems and the Trustee in
Bankruptcy rank in priority.: o '

4. A purchaser of the collateral for value takes free of an
unperfected security interest as long as he or she has no knowledge
of the unperfected interest (Article 9-301(1); s.22 Ontario Act;
8.20 of the Saskatchewan Act).

Perfected creditors

Here the general rule under an amendment of Article 9 in 1972
is that priority goes to which ever secured party is the first
either to file or perfect his or her security interest (Article
9-312(5)); s.35(1) of the Ontario Act; s.35(1) of the Saskatchewan
Act). Thus the person who files first obtains priority evem though
a later creditor perfected first e.g. by taking possession.:
Knowledge of the other creditor's unperfected security interest is
irrelevant as 1is the date when the competing security interest
attached. ' »

onclusion

The priority provisions of Article 9 are undoubtedly complex
and no doubt Article 9 engenders a few new priority problems.
Nevertheless most of the problems which it deals with existed under
the pre Code law and are implicit in our law. As Grant Gilmore
stated "The Article's attempt to-deal explicitly with what have long
been notably obscure areas in our security law is undoubtedly one of
its most original and interesting contributions" (Security Interests
in Personal Property, Vol.II p.657).
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XVII1 REMEDIES

Article 9 provides a unitary system of remedies on default.
Default is defined in s.1(h) of the Ontario Act as the failure to
pay or otherwise perform the obligation secured when due or the
occurrence of any event whereupon under the terms of the security
agreement the security becomes enforceable (see too the Saskatchewan
Act s.2(1)). As some of these remedies differ slightly from
existing New Zealand remedies we will attempt to summarise them. 1In
considering proceedings wunder Article 9 the parties need to ask
first of ‘all whether default has occurred, secondly what remedies
are provided in the security agreement itself and then what remedies
are provided by Article 9. The remedies provided by Article 9 are
that the creditor might (1) sell the collateral, (2) retain the
collateral in full satisfaction of the debt, subject to certain
limitations as regards consumer goods, or (3) ignore the collateral
and sue on the debt. These are essentially the same as the rights
under New Zealand law.

As to what occasions default, one must look at the terms of a
security agreement. Article 9 does not as such establish the
conditions constituting default. In this connection it might be
necessary to consider such matters as acceleration clauses,
so-called insecurity clauses, and waiver of defences. An
acceleration clause is one that gives the secured party the option
of declaring the entire unpaid balance immediately due on the
occasion of some default. Such clauses are authorised by Article
1-208 of the UCC but the exercise of the right in relation to deemed
insecurity provisions is limited to cases where the secured party
"in good faith believes that the prospect of payment or performance
is impaired"”. Thus it is not possible to rely on an acceleration
clause for trivial defaults. On the other hand the burden is on the
debtor to show that the secured party was not acting in good faith
(see s.18 of the Ontario Act and s.16 of the Saskatchewan Act).

An "insecurity clause" is one which gives the secured party
the right to declare the entire obligation due at will or when he
deems himself insecure. Such clauses are also subject to the
standard of good faith although the courts are divided as to the
standard required in practice. There is a division of opinion in
the cases between a subjective test and an objective test. It is
thought that the objective test is the preferable one. (See s.18 of
the Ontario Act and s.16 of the Saskatchewan Act.)

Security agreements often contain clauses which purport to
waive defences against assignees. Article 9-206 provides that
except in relation to consumer goods such waivers are valid if ar
assignee purchases the security agreement in good faith and without
notice of any defences that the buyer or borrower might have against
the assignor. Article 9-206 (s.16 of the Ontario Act) expressly
provides that the validity of waiver clauses in the case of consume:
goods must be determined by other statutes. Some jurisdictions sucl
as California outlaw such waivers in the case of a sale or lease o:
consumer goods.
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In contrast to earlier law Article 9-501(1) provides that a
secured creditors rights and remedies: are .. cumulative. In other
‘words he is not put on election. . The three basic. remedies are:
(1) sale or other disposition of the collateral (Article .9-504; s.59
of the Ontario Act; s.59 of the Saskatchewan Act); (2) retention:.of
the collateral (Article 9-505 s.61(2) ‘of. the Ontario Act; s.61 of
the Saskatchewan Act):; or (3) an action for the debt (Article
9-501(1); s.56(3) of the Omntario Act; s.56(6) of the Saskatchewan
Act. It is important to bear in mind here that US laws do not make
use of receiverships in this connection. 1In U.S. jurisdictiosms
parties normally seek to obtain possession upon default. Article
9-503 provides that as long as possession can be obtained without a
breach . of the peace the secured party may seize the collateral
without judicial process. There is considerable jurisprudence on
what constitutes breach of the peace, force and breaking and entry.
The law on this is less relevant to the New Zealand context.

In lieu of other remedies the creditor may elect to keep the
collateral and write off the rest of the debt. This procedure which
is known as "strict foreclosure" is authorised by Article 9-505;
Ontario Ac# s.61(2)-(3): Saskatchewan Act, s.61 (2)-(3)). There are
exceptions, however, in relation to consumer goods where the debtor
has already paid at least 60% of the cash price. We will deal with
this later. In other cases of strict foreclosure the secured party
must send a written notice of his intention.

Article 9 provides considerable flexibility with regard to
the disposition of the collateral by sale. It is possible to sell,
lease or otherwise dispose of the collateral under Article 9-504:
Ontario Act, s.59; Saskatchewan Act, s.59. The code allows either
public or private sale and the only real limitation is that the sale
must be in good faith and conducted in a commercially reasonable
manner. No particular time is specified within which the sale must
be effected. There is a notice requirement except where the
collateral is perishable goods . or is of a type sold in a recognised
market. The debtor, sureties and junior secured parties must
generally receive notice. Notice 1is not required where the
collateral is sold in a recognised market. Article 9 itself does
not say how far in advance the resale notice must be sent although
it is assumed that it must give the debtor a reasonable opportunity
to redeem the goods or attend the sale. Some states have imposed a
three day notice rule. Ontario has a 15 day rule and Saskatchewan a
20 day rule. A secured party has a right to bid at a public sale
and in the U.S.A. in the case- of a private sale he is entitled to
bid if the collateral is of a type customarily sold in a recognised
market or of a type subject to standard price quotations (Article
9-504 (3):; Ontario Act, s.59(7); Saskatchewan Act, s.59(11)).

Article 9 provides for a strict priority as regards the
application of the proceeds. These must be applied in meeting (1)
the expenses of the secured party in connection with the default
(2) the debt owed and (3) the indebtedness owed to other secured
parties having interest in the collateral (Article 9-504(1); Ontario
Act, s.59(1); Saskatchewan Act, s.59(1)).

The debtor may> exercise a right of redemption at any time
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prior to the date of disposal of the collateral or before the
debtor's application has been discharged by the secured party's
retention of the collateral (Article 9-506); Ontario Act, s.62;
Saskatchewan Act, 8.62). To redeem the debtor must tender the
entire debt due plus any expenses of the secured party. The right
of redemption cannot be waived by the debtor prior to default.
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XIX CONSUMER PROTECTION

Although Article 9 contains some provisions which relate to
consumer goods the general scheme is to leave consumer protection
legislation intact and to subject Article 9 to it. (See Article
9-203 (4); Ontario Act, s.69; Saskatchewan Act, s.69). Consumer
goods are defined by Article 9-109 (1); Ontario Act s.l(e);
Saskatchewan Act, s.2(h) as goods used or bought for use primarily
for personal, family or household purposes. This definition is
relevant for seven other provisions of Article 9. These are -

1. Article 9-204(2) Ontario Act, s.13(2)(b) (attachment of
after-acquired property clause).
2. Article 9-206(1) Ontario Act, s.16 (buyer's agreement not to

assert defences against an assignee subject to statute or
decision which establishes a rule for buyers of consumer

goods) .
3. Article 9-302(1)(d) (when filing not required).
4. Articie 9-307(2) Ontario Act s.30(1); Saskatchewan Act,

$.30(5) (when buyers from debtor take free of security
interest). E

5. Article 9-401(1)(a) (place of filing).

6. Article 9-505(1); Ontario Act, s.61 (secured party's duty to
dispose of repossessed consumer goods).

7. Article 9-507(1) Ontario Act s.63 (secured party's 1liability

for improper disposition of consumer goods after default).

In addition to these seven provisions the generally 1liberal
treatment of the buyer for value under the priority rules will
favour a consumer buyer.

Article 9-204(2), Ontario Act s.13 (2)(b) provide that no
security interest attaches under an-after acquired property clause
in a security agreement to consumer goods (other than the
accessions) unless the debtor acquires rights in them within ten
days after the secured party gives value. Article 9-204, Ontario
Act s.13 as a whole accepts the principle of a continuing general

" lien or charge. Article 9-204 (1), Ontario Act s.13(1l) gives

general legitimacy to such liens or charges. This was necessary in
the U.S.A. because the previous case law had outlawed the floating
charge. Article 9-204(2) cuts down the scope of this and limits the
operation of the after acquired clause against consumers. There is
no similar provision in the Saskatchewan Act. It was intended to
cover consumer protection comprehensively in a separate act.

Clauses are frequently inserted in instalment purchase
contracts under which the conditional purchaser agrees not to assert
defences against an assignee of the contract. Under the wording of
Article 9-204(1l), such clauses are valid subject to any statute or
decision which invalidates them in respect of consumer goods. ' In
other words Article 9 itself does not invalidate them but leaves
open the possibility that they are invalidated in whole or in part

by consumer protection 1legislation. The Ontario Act s.16 outlaws

them in the case of consumer goods.
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Article 9-302 defines the instances where filing is required
to perfect a security interest. Article 9-302(1) sets out a number
of exceptions. One of these is Article 9-302(1)(d) which refers to
a purchase money security interest in consumer goods except in
relation to motor vehicles and fixtures. There does not appear to
be an equivalent provision in the Canadian Acts. The origins of
these provisions 1lie in the pre-code law whereby in a number of
jurisdictions consumer goods under conditional sale or bailment
leases were not subject to filing requirements. It should also be
noted that although the security interest referred to in this
paragraph is perfected without filing, Article 9-307(2) provides
that unless a financing statement is filed certain buyers may take
free of the security interest even though it is perfected.

Article 9-307(2) refers to consumer goods bought for value
and for the buyers own personal, family or household purposes and
provides that these shall take free of a security interest even
though perfected if bought without knowledge of the security
interest. The Saskatchewan Act contains similar but not identical
provisions in s.30(5).

Article 9-401 is concermed with place of filing and need not
concern us here. ‘ :

Article 9-505(1), Ontario Act s.6l1 provide that if a debtor
is paid 60% of the cash price in respect of a purchase money
security interest in consumer goods or 60% of the loan in the case
of another security interest in consumer goods and has not signed
after default a statement renouncing or modifying his or her rights
a secured party in possession must dispose of the collateral under
Article 9-504 and if it fails to do so within 90 days after it takes
possession the debtor may at his or her option recover in conversion
(Article 9-507(1)). Article 9-507(1) Ontario Act s.63 deals with
the secured party's liability for failing to comply with this part
of Article 9.

Under Article 9-507, Ontario Act s.63 a court order may be
granted to restrain a secured party from disposing of collateral in
an unreasonable manner and it also provides for dJamages where the
unreasonable disposition has been concluded. In the case of
consumer goods it provides for a minimum recovery. This is an
amount not less than the creditor's service charge plus 10% of the
principal amount of the debt or the time price differential plus 10%
of the cash price (Oantario Act s.63(2)(b)).

If any reform is adopted in New. Zealand based on Article 9
careful attention will need to be given to the relationship between
the different overseas systems and also to the relationship between
such provisions and existing consumer protection 1legislation.
There is much to. be said for leaving.consumer protection provisions
out of the Article 9 type of legislation provided that adequate
protection is given elsewhere.

The experience of the U.S.A (although not necessarily the
Canadian provinces) is that the flexible regime of Article 9
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facilitates the granting of secured credit and enables a consumer to :
_avoid being locked in to one creditor, In Canada this 1latter “‘"
advantage has been 1lost because of the traditional pattern of [
dominance by one of the banks of a debtor's affairs and the taking '
by banks of wide ranging security under the Ontario Act. However, i
even here the Ontario Act by its clear provision of known rules and L
facilitation of  subordination agreements enables a consumer to
negotiate ad hoc arrangements in respect of later credit.
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XX ARTICLE 9 SYSTEMS AND RURAL DEBT FINANCING

Agricultural financing was one of the five major categories
conceived by the draftsmen of Article 9. Agricultural security has
its own problems and many of these had been brought home to the
U.S.A. in the lean years of the Depression. Article 9 contains a
number of provisions of relevance to agricultural financing but no
separate regime as such. In this chapter we draw heavily on an
unpublished paper of Professor Richard McLaren of the Faculty of Law
of the University of Western Omtario.

Classification

Article 9-109 divides goods into “consumer goods",
"equipment”, "farm products" and "inventory". Farm products are
defined as crops or livestock or supplies used or produced in
farming operations or if they are products of crops or livestock in
the unmanufactured states (such as ginned cotton, wool-clip, maple
syrup, milk and eggs), and if they are in possession of a debtor
engaged in raising, fattening, grazing or other farming operations.
If goods are farm products they are neither equipmeant nor inventory.
Goods are farm products only if they are in the possession of a
debtor engaged in farming operations. Animals in a herd of
livestock are covered whether they are acquired by purchase or
result from natural increase. Products of crops or livestock remain
farm products as long as they are in the possession of a debtor and
have not been subjected to a manufacturing process. "Crops",
"livestock”, and "farming operations" are not defined but farming
operations would seem from the text to include raising livestock as
well as growing crops. Crops, livestock or their products cease to
be "farm products” when they come into the possession of a person
not engaged in farming operations. Thus they would cease to be farm
products when they came into the possession of a marketing board or
meat works for sale or distribution. In such cases they become
inventory. Products of <crops or 1livestock remaining in the
possession of a person engaged in farming operations cease to be
farm products if they are subjected to a manufacturing process.
Manufacturing process is not defined by Article 9. The commentary
indicates that at one end of the scale some processes are so closely
connected with farming such as pasteurising milk that they would not
rank as manufacturing. On the other hand extensive canning
operations would rank as manufacturing. The line has to be drawn by
the courts. After farm products have been subjected to a
manufacturing process they become inventory if held for sale.

It should be noted that under Article 9-307 a buyer in the
ordinary course who takes free of a security interest any goods held
for sale does not include someone who buys farm products from a
person engaged in farming operations.

The Canadian Acts do not use the concept of farm products.

. However, they do retain the substantive provisions of Article 9

which deal with farm products.
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r n of ri inter

The creation of a security in respect of farm products in the
form of crops, farm property in the form of fixtures and farm
animals in the form of livestock have all got special features which
effect the creation of a security interest. The attachment of a
security interest in farm products and farm property is governed by
the general provision contained in Article 9-203 but in the case of
crops the debtor is not considered to have rights in the collateral
until they become growing crops (Ontario Act, s.12(2); Saskatchewan
Act, s5.12(3)).

Article 9-204 allows a security agreement to include after
acquired property. However, inroads are made into this in the case
of the Ontario Act. Under s.13(2)(a) no security interest attaches
under an after acquired property clause to crops which become such
more than one year after the security interest has been executed.
There is an exception, however, in the case of a security interest
in crops given in connection with a lease, purchase or mortgage of
land which may expressly provide that it shall attach to crops to be
grown on the ldnd concerned during the term of such lease, purchase
or mortgage. The object of this is to prevent 1long term
arrangements involving crops as security. The former Bills of Sale
and Chattels Mortgages Act 1970 prevented such arrangements. The
justification for the policy of the section and the exception is
stated in F Catzman "Personal Property Security Law in Ontario"
(Carswells 1976) p.69 as being that long term arrangements involving
crops should be dealt with as an interest in land. The Saskatchewan
Act s.13(2) contains a similar provision.

ial priori rule for rfec ri i r in crops

Article 9-312(2) (see too Ontario Act s.34(1l); Saskatchewan
Act s.34(6)) provides: - -

A perfected security interest in crops for new value given to
enable the debtor to produce .the crops during the production
season and given not more than three months before the crops
become growing crops by planting or otherwise takes priority
over an earlier perfected security interest to the extent
that such earlier interest secures obligations due more than
six months before the crops become growing crops by planting
or otherwise, even though the person giving new value had
knowledge of the earlier security interest.

The policy of this provision is similar to that of a purchase
money security interest. The theory is that a secured party giving
money to the farmer to plant current crops by giving new value ought
to have priority over earlier security interests. The provision
seems to be ineffective because three months before planting time is
too short a period. Also the priority afforded by the provision is
limited to priority over a security interest in crops where the
obligation is due more than six months before the crops have become
growing crops. Thus the priority will only effect rents, market
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payments and the like which have been unpaid for a period of six
months prior to the time when the crops became growing crops.
Subject to this the farming sector is governed by the gemeral rules.

Other priorit roblems

Security interests v purchaser of land

Problems will arise in practice between the holder of a
security interest under an Article 9 system and a purchaser of
land. The problems will arise in connection with fixtures and
growing crops. To some extent there is an inevitable twilight zome
between real and personal property in the case of fixtures. Article
9 systems contain rules for dealing with fixtures which we have
considered above. See Priorities above.

Problems arise with crops as to whether they are industrial
growing crops which are capable of being independent security under
Article 9 systems or whether they are to be treated as part of the
land. In Canada no case has arisen of a security interest in a
growing crop preceding a mortgage of land but an attempt can be made
to reason from first principles. Growing crops are land but capable
of being treated as personal property and having priority over a
mortgage on the land in two circumstances. The first is that the
‘ Article 9 secured party may have obtained legal title or secondly it
‘ may have served a notice in the appropriate Land Registry Office as

required by s.54 of the Ontario Act (fixture etc. filing).

Security interest v purchaser of crops

In Canada it has been held that an owner of land who gave a
chattel mortgage on growing crops and then made a contract of sale
to a canning company for the same crops thereby subordinated the
chattel mortgage to the purchase (Nourse v Canadian Canners [1935] 3
DLR 168. The reasoning of the majority of the Ontario Court of

" Appeal was that the chattel mortgagee acquired an equitable right
| which became legal ownership when the crops grew. The contract of
‘ sale passed property to the buyer under the Sale of Goods Act
i because the farmer as a chattel mortgagor would customarily sell the
crops in the ordinary course of business. It was implied that the
farmer was at liberty to make a bona fide sale in the ordinary
course of business. The decision was reached despite the fact that
the dispute arose after harvest. Under a Personal Property
Securities Act system such a dispute would not be so complex to
resolve. Under s.30 of the Ontario Act a seller in the ordinary
course of business can confer a good title on a buyer free from any
security interest. (See too s.30(5) of the Saskatchewan Act.)

Security interest v landlord

If the farmer is a tenant, then an Article 9 security
interest might come in conflict with the Landlord's rights. The
landlord is entitled to distrain for arrears in rent. Article 9
does not apply to a 1lien given by statute or rule of law. - The




87

result in the United States is to leave the question of priorities
.to the common law.

In Ontario and Saskatchewan the Landlord and Tenant Acts
provide a set of priority rules to address the conflict between the
landlord's right of distress and a _secured party interest on goods
in the leased premises.

If an Article 9 system were to be adopted care would be
needed to ensure that in New Zealand the flexibility of existing
forms of security under the Chattels Transfer Act 1924 is not lost.
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XXI MOTOR VEHICLE TITLE SYSTEMS IN THE U.S.A.

In most states of the U.S.A. motor vehicles are subject to
title systems and are excluded from the operation of Article 9 (see
Article 9-103). That is not to say, however, that inventory
financing operations with regard to the sale of motor vehicles will
necessarily be excluded from Article 9. This is often not the case
under particular state title systems. These transactions are then
included within Article 9. Where the collateral is a motor vehicle
or other goods covered by Certificate of Title issued by any state
the security interests are often required to be perfected by
notation of the Certificate of Title. 1In some systems such as
Wyoming filing of a financing statement and concurrent notation of
the security interest on the certificate of title are required to
perfect the security interest (see Slates v Commercial Credit Corp
412 P 24 444, 445-6).

Except in. cases of states where there is no title system or
where there are concurrent systems such as Wyoming the perfection of
a security interest must be accomplished in the manner provided by
the motor vehicle title law. Corpus Juris Secundum Vol.79 Secured
Transactions para.33 describes the practice in various states as
follows:

"Many certificate of title laws provide that a security
interest is perfected when an application for a certificate
" of title which notes the security interest is delivered to a
specified officer or agency. Under some certificate of title
laws, a security interest is perfected as of the time it was
created or attached if the certificate is delivered to the
designated officer within a specified number of days, but
otherwise as of the date of delivery to the officer. Other
statutes make it necessary that the designated officer or
agency actually issue a certificate on which the security
interest has been noted before the interest is perfected.

Provisions for perfection of a security interest in a vehicle
by notation on the certificate of title require only
substantial compliance. So the perfection of a security
interest is not prevented by a failure to declare the date of
the security interest on the application form where other
information on the application indicated the date; and the
failure of the certificate of title to show the date of the
security agreement is not fatal where is is not shown that
the omission was prejudicial to any person.

Where a prior certificate of title delivered by the debtor to
the secured party to be presented with an application for a
certificate showing the security interest shows no title in
the debtor no security interest can be perfected.

Where the statute requires a dealer who sells a new
automobile. to prepare the application for a certificate of
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title indicating the existence of a security interest, it is
his duty to note the interest of a bank which financed the
purchase, and he will be 1liable to the bank for any unpaid
balance due if it fails to do so.

A statutory requirement . that a financing statement be filed
with a state officer to perfect a security interest in a
motor vehicle not created in conmnection with a sale of the
vehicle requires a secured -party who held a perfected
purchase money interest in vehicles to file again with
respect to subsequent advances." :

‘We give as an example of a Certificate of Title jurisdiction,
Illinois. In Illinois which has had such a system since the 1920°'s
the motor vehicle title system is a substantial operation with a
large computer entry and checking staff. This seemed to be bigger
than  the registry staff for the whole Personal Property Security
Registry in Toronto. The volume of new titles was approximately
three million per year and on the day of our visit twenty-seven
thousand new titles were issued. Many of these were updates of old
titles where 4 transfer of ownership or change in  a security
interest had occurred. We were informed that the registry had 65 to
70 people working in two shifts and at present was not able to
produce a title until about 3-4 weeks after a request was made.
During that time the vehicle was driven under a temporary permit.
The motor vehicle certificate of title was printed on bank note
paper which was difficult to counterfeit with a specially prepared
engraved border which was hard to reproduce and a lamination strip
which protects the vehicle information from being altered, allows
changes to be detected under retro-reflective light and is of such a
form that - the - .removal of the lamination will destroy :the
information. Before these security features were introduced several
hundred counterfeit or altered titles were discovered each year in
Illinois. Since * June 1978 = when the security ' features were
introduced there has been '‘a continual decrease in counterfeit and
altered titles. A copy of a Certificate is shown opposite. . In
addition to Certificates. of Title there are separate certificates
for junking and salvage. ’

Vehicle information is processed through the National Crime
Information Center and .LEADS Hot Check to determine whether a
vehicle has been reported stolen. This is not entered on the
register itself. Thousands of stolen vehicles have been identified
since the implementation of a computerised title system. Illinois
had a title system for motor vehicles since the 1920s. ’

In the Canadian provinces there are no title systems for
motor vehicles. We understand that such a system was considered in
Ontario in the 1950s but was rejected as a result of pressure from
motor vehicle dealers who were worried about being unable to confer
title in a sale effected at the weekend. We did not find this a
very , convincing reason for the rejection of a title system., The
result of not having such a system means that all motor vehicle
transactions come under the Ontario Act. In Ontario over 90% of all
transactions recorded under the Ontario Act are concerned with motor
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vehicles or the financing of motor vehicles or dealers. We
understand that a similar proportion would apply in  the other
provinces. :

Compared with this a title system takes the pressure off the
Article 9 system., In the Article 9 registry in Illinois 600-700
financing statements were filed daily. There were two people
working fulltime entering particulars on the computer and dealing
with searches. The system had been computerised in 1972.

There was little doubt to us that the title system seemed to
work well in practice and ease the pressure off an Article 9 system,
as well as providing prospective purchasers of motor vehicles with
notice of security interests without the need to undertake a
search. This was due to the degree of specialisation involved and
in keeping the bulk of motor vehicles transactions off the Article 9
registry. The Canadian provinces have to contend with motor vehicles
and a variety of other transactions. There is at the same time also
a greater degree of uncertainty regarding the title to motor
vehicles in the -Canadian provinces. While the problems concerned
with title are cut down by a Personal Property Security Act they are
not eliminated, because, though security interests «can Dbe
ascertained from the register, the identity of the owner is not
itself recorded. However, the ability to obtain searches of motor
vehicles by reference either to the debtor or the idnetification
number of the vehicle reduces this shortcoming somewhat.

The optimal system seems to us to be to have a title system
for motor vehicles separate from an Article 9 system. We set out in
Appendix H the Illinois Motor Vehicles Code which deals inter alia
with the issue of  title certificates, transfer and security
interests. However, with a country the size of New Zealand this
would probably make a separate Article 9 system impractical. The
number of transactions which were non-motor vehicle transactions
would probably not Jjustify the economics of running a separate
computerised system. On the other hand it would be possible to have
an integrated system whereby there was a title system for motor
vehicles with the security arrangements perfected by endorsement on
the title certificate or by concurrent filing of a f£financing
statement but in other respects the security to be govermed by an
Article 9 system. It is interesting to note that the state motor
vehicle title systems which were 1looked at wused conceptual
terminology which was compatible with an Article 9 system. The
reason why they are not fully integrated is the existence of a Title
Register before Article 9 was introduced.
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XXII CURRENT THINKING IN THE UNITED KINGDOM

In 1974 the Crowther Committee recommended the enactment of a
Lending and Security Act based on the Ontario adaptation of Article
9 of the Uniform Commercial Code (see Appendix I). This was part of
a report which made recommendations with regard to consumer credit.
The latter were enacted in the Consumer Credit Act 1974 but the
proposed Lending and Security- Act was not proceeded with.

In 1985 the Department of Trade and Industry appointed
Professor A L Diamond as consultant on the topic of security
interests in property other than 1land. In 1986 he produced a
consultative paper which discussed the whole topic, raised the
question of whether the proposed Lending and Security Act should be
proceeded with and called for public responses. After a good deal
of consultation Professor Diamond is now preparing his final
report. This has been delayed because of Professor Diamond's
illness last year but from our contact with him we think that it is
likely that tHe report will favour an Article 9 solution. 1In the
meantime the department is considering various proposals for changes
in company law with a view to a possible Companies Bill in the
1988/89 parliamentary session. The department would like to amend
the Companies Act provisions on companies charges which have long
been regarded as unsatisfactory and in need of reform. In a
memorandum dated 2 September 1987 headed Registration of Charges,
the department states that they had hoped that it would be possible
to develop proposals for amending the act in the light of reactions
to Professor Diamond's final report but this had been delayed for
the reasons stated above. It was ‘important that any amendments
should not cut across Professor Diamond's recommendations but,
subject to that proviso, they saw scope for including proposals on
company charges in the proposed bill. The memorandum then covers a
number of the issues which were-originally addressed in Professor
Diamond's consultative document and reflects both the responses
received to the document and Professor Diamond's own views on
"interim reforms pending a more general reform of security law. It
excludes a number of issues such as priorities and provisional
registration which are thought to be better considered on a general
basis in the light of Professor Diamond's report. It also proceeds
on the assumption that company charges will continue to be
reglstered at the Companies Registration Office. The main proposals
are as follows:

1. The department proposes to streamline the present system of
registration based on submission of prescribed particulars. It
would no longer be necessary to produce an original or copy of the
document and the registrar would be relieved of responsibilities for
checking that the particulars accurately reflect the charge. The
registrar would also cease to check whether the charge was
registrable.

2. The prescribed particulars would be amended, in particular
there would be a provision stating whether there was a restrictive
clause or negative pledge.
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3. The period of registration would be reduced to 14 days.

4, The parties would be penalised for the inaccuracy of registered
particulars. '

5. The registrar's -certificate would no longer be conclusive that
registration requirements had been satisfied. '

6. Registration out of time would be the subject of an admini-
strative procedure rather than an application to the High Court.

7. Corrections would be allowed to be made to the register.
8. Alterations to a registered charge would have to be registered.

9. The 1list of registrable charges would be amended and the
Secretary of State would be given the power to vary the 1list by
secondary legislation.

10. Charges by foreign companies would only be registrable if the
company has registered as an overseas company.

11. The doctrine of 'constructive notice would be 1limited to
situations where the party concerned could reasonably have been
expected to inspect the register. . '

To a certain extent these proposals represent "Hamlet"
without the Prince of Demmark in that the question of priorities are
not addressed.  However, the proposed amendments should facilitate
the administration of the company charges division. One must
question whether it is sensible to retain a 1list of registrable
charges and not opt for a system whereby all charges are registrable
subject to certain exceptions. The proposal to amend the doctrine
of  constructive notice sounds rather complicated and it would be
better if the doctrine was abolished provided that registration
became a method of perfection of a security interest.
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XXIII RECENT AUSTRALIAN REFORMS

There have been recent reforms in Australia to the equivalent
of our Nemo Dat provisions, Chattels Transfer Act and Companies Act.
The first two are limited to motor vehicles.

Motor vehicle refgrmé

Although . suggestions had been made to create further
exceptions to the Nemo Dat rule as was done in the United Kingdom by
the Hire Purchase Act 1964, the method adopted by the Chattel
Securities Act 1987 (Vic.) and copied in certain respects in a
number of other states including New South Wales is to provide for a
simple means of checking the existence of a certain security
interest in motor vehicles. Part 3 of the Chattel Securities Act
sets up a system of registration of motor vehicles (including
trailers). The security interests are widely defined to include:

&
(a) a mortgagee under a goods mortgage:;
(b) a lessor under a lease; and
(c) an owner under a hire-purchase agreement.

A reservation of property clause is not covered.

It should be emphasized at the outset that the Register is a
register of security interests in goods not a register of title to
goods and indeed there is no provision for the registration of the
name of the true owner which is somewhat bizarre. Nor the debtor -
which one would normally assume is the owner. The Victorian
legislation applies to all chattels but the legislation in the other
states is 1limited to motor vehicles and trailers with ' the
possibility of other goods being added. None of the legislation
deals with perSonal property other than chattels. Each of the acts
establishes a registration system with respect to motor vehicles and
trailers. Mr Simon Begg and Mr A J Duggan in an unpublished paper
.entitled "Chattel Securities" delivered at the Consumer Credit
Seminar of the University of New South Wales on the 1l4th July 1987
state:

“None of the Acts, nor the registration systems they
establish, purport to require or to regulate the registration
of ownership interests in chattels, except insofar as such
interests arise under leases or hire purchase agreements and
are thus classified as security interests. Yet, because each
of the registers which the Acts establish, are indexed with
respect to the goods, it would have been perfectly feasible
to have established a system of registered ownership
interests in similar fashion to Torrens Title land."

Whilst the Victorian legislation provides for registration
of security interests over motor vehicles and trailers it provides
for non-registration of other security interests. It also provides
for extinguishment of non-registered security interests following
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sale to innocent purchasers without notice in certain situations.
Except in the case of motor vehicles and trailers and farm machinery
unregistered interests are not extinguished where the purchaser pays
more than the prescribed amount. Dealers and financiers, however,
do not benefit from the extinguishment of interest provisions when
buying goods other than motor vehicles and trailers. There is a
system of compensation for wrongful ext:.ngu:.shment of reglstered
interests.

Section 7(2) of the Victorian Act deals with extinguishment
of registered security interests following the sale of motor
vehicles . or trailers by a 1licensed motor vehicle trader. The
sub-section provides as follows: :

"Subject to section 8, if a secured party has a security
interest in a motor car within the meaning of the Motor Car
Traders Act 1986 but is not in possession of the motor car
and a purchaser purchases or purports to purchase an interest
in the motor car (otherwise than at a sale in pursuance of a
process of execution issued by or on behalf of a judgment
creditor) for value in good faith and without notice when the
purchase price is paid (or, if the price is not paid at one
time, when the first part of the purchase price is paid) of
the security interest from a licensed motor car trader within
the meaning of the Motor Car Traders Act 1986, the security
interest of the secured party is extinguished."

This is a badly drafted provision, unintelligible to a lay person
and dlfflcult for a lawyer to understand at first reading.

In addition ss. 27 and 48 of the Motor Vehicles Traders Act
1986 apply. Section 48 deals with motor cars and s.27 mainly with
goods other than motor cars. These provisions impose an obligatiom
on a dealer not to dispose of goods without first procuring the
discharge of security interests created by the dealer or of which he
has knowledge and in the case of motor cars a registered security
interest whether the dealer knows of it or not. In the case of
motor cars there is a right of recourse to the guarantee fund under
the Motor Car Traders Act if a motor car trader is “insolvent.
There are similar provisions to s.7(2) in the New South Wales and
South Australian legislation.

The Victorian Chattel Securities Act 1981 enabled the dealer
to obtain a search certificate the effect of which was to freeze the
register for 60 days. This proved unworkable and was abolished by
the new Act. '

Purchase and purchaser are viidel_y defined in .the Victorian
Act:

**'Purchase’' with respect to goods, means acquire an interest
in the goods by way of purchase, exchange, lease or hire

- purchase.”

"*'Purchaser’ means a person who purchases goods but excludes -
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(a) a secured party; and

(b) a person who purchases goods with the intention of

becoming a secured party:; and

(c) in relation to unregistrable goods, a dealer."
There is a consequential amendment to purchase price. In other
States, however, the definition of purchaser is not so sophisticated
and the protection of the act depends on the form of the transaction.

Section 10 of the Victorian Act deals with priorities. It
provides as follows: : «

"(1) If there are two or more security interests in respect
of the same goods and one or more of those security interests
is registered under Part 3, those interests, subject to this
section, rank in priority with respect to all debts or other
pecuniary obligations (including contingent obligations) and
all other obligations respectively secured under them
whenever arising in the order in which they are so registered.

(2) The order of priority of security interests in
sub-section (1) is subject to any express contrary provision
in the Companies (Victoria) Code and to any agreement between
the holders of the security interests.

(3) 1If, before the registration of a security interest, the
secured party in respect of any other security interest in
the same goods takes possession of the goods, the
second-mentioned security interest, subject to sub-section
(2), ranks in priority to the registered security interest
with respect to those goods."

These are not the clearest priority provisions and there is
no provision for priority of unregistered security interests. Here
it will be necessary to resort to the general law. In addition as
between competing security interests Schedule 5 of the Companies
Code might be applicable. Section  10(2) provides that the
‘Companies Code shall have priority. The priority rule in s.10(1)
would not necessarily apply under the priority rules in the
Companies Code as these depend on whether a liability is an actual
liability at the time priority is established.

Section 31 of the. Victorian Goods Act 1958 deals with the
situation in which a buyer who is in possession of goods for which
he has not fully paid sells these goods to an innocent purchaser.
It is the corresponding provision to s.27(2) of our Sale of Goods
Act 1908. Section 31 has been amended to exclude its application
in respect of registered interest under the Chattel Securities Act
1987. The New South Wales provision in 8.3 of the Goods
(Registrable Interests) Amendment Act 1986 is less clearly drawn.
The Victorian Act abolishes the doctrine of constructive notice.
While registration does not protect ‘a security interest from
extinguishment in all circumstances the legislation does  provide
expressly for the circumstances in which the security interest will
be defeated. (This discussion is based substantially on the
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unpublished papei of Simon Begg and A J Duggan cited above.)

There seems to be a number of defects in this legislation.
These are as follows:

1. The Register is not a title . register and if there is any
doubt about title there remains the need, as before, for the
purchaser to verify title, for example by examining documents such
as receipts and motor registration records.

2. The Register is a goods based register not a person based
register and so one must seek credit information from other private
sources.

3. There is a need for the security holder to protect his
interest where goods outside Part 3 subsequently come within that
Part.

4, There is a large volume of transactionms.
5. There is a significant error rate in practice.
6. There are drastic consequences for a person registering

inaccurate information which occasions criminal and civil liability.

7.. There is an untidy relationship thh other registration
provisions under the existing legislation.

8. Lastly and perhaps most importantly, there is the measure of
arbitrariness in limiting reform to motor vehicles and trailers.
There is a mneed for an efficient system for all personal property,
not least to facilitate commercial financing arrangements. While
motor vehicles are the largest single class of personal property one
should bear in mind the cost of an inefficient and outdated system
of law for the remainder.

i
~

(See  generally Martin Pollard "“Practical Aspects of the
Vehicles Securities Register" in "Chattel Securities" (Leo Cussen
Institute for Continuing Legal Education 1985); Peter Carroll,
"Competing Interests - New Chattel Security" (1987) 61 Law Institute
Journal 550; John Wilkin "Deja wvu - Problems of the Chattel
Securities Act - Again" (1987) 61 Law Institute Journal 937.)

The Victorian statute is the most advanced of the Australian
statutes and there is a lack of uniformity among the State statutes.
Simon Begg and A J Duggan sum up as follows:

"There is no doubt that the recent Australian legislation is
only a step in the right direction. Similar principles can
be applied to other personal property such as debts. The
laws regulating business securities (including the Companies
Code) can be integrated with laws primarily concerned with
securities given by individuals in their personal capacity.
The North Americam legislation ~and the legislation
contemplated in England is much more sophisticated.
Eventually Australia must follow suit." (op.cit)
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Although the Molomby Committee favoured an integrated system
of corporate and non-corporate securities this was ignored by the \
Eggleston Committee which favoured a revamping of the charges ‘
provisions of the Companies Act as a separate system. The latter
reforms were carried out in 1981, The general characteristics of 1
the new Charges Division of the Companies Code are: ' !

. There is a definition of charges by inclusion and exclusion,
unlike the present system which merely defines by inclusion.

. It now covers most types of charge commonly encountered in k i
practice.
. Dual registration and cross-referencing in respect of the |

bills of sale legislation and companies legislation in the ‘
case of chattels has been avoided. \

. It creates a. statutory priority system of company charges ,

independent of the case law rules. The new system provides

that registration affords priority rather than merely
providing for the avoidance of unregistered charges.
Priority is accorded by the time of registration unless the
holder of a later charge had actual or constructive notice of
an earlier unregistered charge at the time of the taking of
the interest.

There are, however, certain drawbacks with the Australian reforms:

. The Code still covers only charges and, therefore, fails to
; cover other forms of securities such as hire purchase,
] long-term chattel leases, reservation of property, absolute
’ transfer of title without transfer of delivery (for either
tangibles or intangibles). ...

. The Code excludes choses-in-action other than book debts and,
‘ in certain instances mnegotiable instruments and "marketable
.securities". (Charges on negotiable instruments and
marketable securities are not registrable at all in New |
Zealand unless under a charge on "an issue of debentures" or
a floating charge.) ‘

. The Code excludes “transfers in the ordinary course of H
business”. This phrase which originates from the English :
Bills of Sale legislation is in our Chattels Transfer Act and
has caused considerable difficulties in interpretation.

. The Code still requires registration within certain time
limits, although it seems that the failure has consequences
only against a liquidator and an official manager.

. The Code's schedule of priorities does not deal with
priorities between a registrable and a mnon-registrable
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security interest or as between wunregistrable interests
inter se. The Code also fails to deal with the effect of a
restrictive clause -in relation to non—reg:.strable charges or
absolut.e transfers of property.

. Execution creditors’ and other creditors are no longer
protected by non-registration of charges. » ‘

. No protection is given to absolute purchasers against
registered or even unregistered charges. '

‘o The Code leaves in place the law permitting the real:l.sat:l.on
of an unregistered charge prior to winding-up.

. The effect of automatic and other forms of crystallisation of
a floating charge is not dealt with.

. It is not clear whether the doctrine of constructive notice
affects non-registrable interests.

Restrictive clauses in floating charges which retain priority over
later registrable charges are given recognition. In the absence of a
.restrictive clause, the holders of registered floating -charges are
deemed to have consented to priority having been given to later
registered fixed charges. Thus the floating charge remains a
vulnerable security. - -

Australian attitudes to Article 9

Australian attitudes towards Article 9 seem to differ. The
Molomby Committee at para. 5.11.33 of its Report in 1972 said:

"Legislation is desirable to rationalize and modernize the
law relating to securities over property other than goods.
It would be of advantage to all concerned to have assignments
of book debts and similar securities govermed by uncompli-
cated and businesslike provisions. ' Legislation might deal
with wholesale and inventory financing. The committee
commends the uniform approach of these problems made by
Article 9 of the Uniform Commercial Code. The committee
would propose that where property 'is identifiable by
reference to the name of the mortgagor and the mortgagor is
‘engaged in business, priorities between a mortgagee and a
subsequent buyer or mortgagee be resolved with reference to a
mortgagors' name search section. There would also be merit in
legislation authorizing and governing floating charges by
traders and firms over business assets as in the case of a
company."

Learned commentators such as the late Professor J R Peden,
Professor Sykes, Mr Simon Begg and Mr A J Duggan have all expressed
support for an Article 9 system. However, in a recent submission by
the Business Law Section of the Law Council of Australia prepared by
~Dr W J Gough it 1is suggested, that it would be better to build on
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previous Australian developments where the floating charge has been
largely successfully accommodated within the . Companies Code
priorities rather than follow  uncritically a radically different
priority system from overseas. Dr Gough's reasoning is not entirely
convincing because he argues that Article 9 was introduced to get
over the U.S. rejection of the floating charge. This, with respect,
was merely one of the purposes of Article 9. The other purposes

were to attempt to create a modern and efficient system of security:

and priorities characterised by substance or - function rather than
form ‘and to achieve fairness 1in typical cases rather than
dogmatically apply archaic concepts. While the Australian Companies
Code reforms probably represent an improvement on the old -law this
is not without a price, part of which is the reteantion of two
systems bearing an uneasy relationship with each other, superimposed
upon which is the motor vehicle reform.
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XXIV CONCLUSION

General

In the course of our visit to the United States and Canada we
had an opportunity to consider the 1law and practice of four
different Article 9 systems, Michigan,7 Illinois, Ontario and
Saskatchewan. John Farrar has also carried out some investigation of
the law and practice of vehicle and company charge reforms in
Australia. In spite of the need to introduce commercial reforms in
accordance . with both the letter and spirit of New Zealand's
obligations wunder the C.E.R. Treaty with Australia' we are
nevertheless convinced that the suggested amendments to the Sale of
Goods Act 1908 and reform on the lines of Article 9 are to be
preferred to the Australian reforms. The principal advantages of
adopting such reforms are:

(1) they deal with most of the problems encountered in connection
with the Nemo Dat rule in practice;

(2) they create an integrated code of personal property security
law which the Australian reforms do not;

(3) they assimilate all forms of personal property security with
regard to substance rather than form which produces a
simplification in the law and a consequent economy in
transaction costs;

(4) they wuse concepts which facilitate a wide variety of
financing operations.

(5) they adopt a rational priority system with some special rules
designed to deal with different types of transaction and
residual general rules. The priority rules depart from the
existing system which resolves priority questions by
reference to traditional legal and equitable concepts and
replace it by a new system designed to produce justice in
typical cases of the different types of transaction;

(6) they overcome the problems which have recently been
highlighted in connection with the floating charge and
reservation of property clauses;

(7) they clarify the position of the purchase money security
interest while at the same time providing protection to
buyers in the ordinary course of business. These provisions
together with the proposed reform of Nemo Dat go a long way
to safeguard innocent parties;

(8) an Article 9 system lends itself easily to computerisation.
Of the systems which we have looked at we prefer the
Saskatchewan system, details of which appear in Appendices
D-F;
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(9) the notice filing system allows for a national register,

: overcoming - the problems . .of the severely overburdened
companies . registries, the inaccessibility of 1localised
chattels transfer registers and the separation of corporate
and non-corporate registers;

(10) if the Uﬁited Kingdom adopts an Article 9 system there is-
likely to be a renewal of interest in Australia in such a.

system.

We, therefore, recommend that in addition to the proposed-

amendments to the Sale of Goods Act 1908 work should begin
immediately on the preparation of a bill on the lines of the
Saskatchewan Personal Property Security Act modified if necessary by
reference to the proposed British Columbia Bill.

, A policy decision should be reached as to whether a motor
vehicle title system is to be . introduced. If such a system is to be
introduced then it would be desirable for the security provisions to
harmonise with the Article 9 system. If a motor vehicle title
system . is Jpot to be introduced then motor vehicles should be fully
integrated in the Article 9 system as in the Canadian Personal
- Property Security Acts.

Transition

Almost all the amendments to the Sale of Goods Act 1908 can
be enacted forthwith. With the exception of one reference to a
Personal Property Security Act ("P.P.S.A.") in s.27(2) they do not
depend on the enactment of such an act.

If a P.P.S.A. is enacted then the Chattels Transfer Act 1924
as amended and Part IV of the Companies Act 1955 will need to be
repealed but there will have to be transitional provisioans. First,
it could be provided that registration under the existing
‘legislation shall be treated as registration under the P.P.S.A.
However, the existing legislation requires document filing and the
P.P.S.A. would require notice filing. One solution would be to
adapt the P.P.S.A. requirement for existing registrations but this
would be messy. A second solution would be to provide for a
carrying forward of registration if the P.P.S.A. requirements were
met, This would result in the system being swamped by activity.
The third and most feasible solution is that adopted by Ontario:
This was:-

(1) to impose remewal requirements on a uniform basis consistent
with the renewal requirements of the P.P.S.A;

(2) to impose a requirement to provide information consistent
with that required for the registration of notices under the
P.P.S.A,

(3) to repeal the existing legislation at the appropriate time.

There will need to be a time gap equivalent to the basic
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period of registration or the imposition of some time limit-
-for registration. In Saskatchewan the latter does not apply
to trust indentures.

The P.P.S.A. would need to be introduced in three phases.

First, the provisions of the P.P.S.A. which deal with administrative
matters such as the appointment of the registrar and the setting up
of the registry should be brought in. Secondly, the parts of the
P.P.S.A. which require a notice filing or renewal where none
previously existed should then be brought in. Thirdly, the Chattels
Transfer Act and Part IV of the Companies Act should be repealed and
the P.P.S:A. brought into full force.

Thé Wi ead

It is recommended that a small committee of experts should be
set up by the Law Commission in co-operation with the Law Reform
Division of the Department of Justice to prepare a draft bill based
substantially on the Saskatchewan P.P.S.A., modified, where
necessary, by reference to the British Columbia bill. ' A skilled
legislative draftsman should be a member of this committee.



103

APPENDIX A

CANADIAN UNIFORM SALE OF GOODS ACT
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APPENDIX B

ONTARIO PERSONAL PROPERTY SECURITY ACT AND REGULATIONS

PERSONAL. PROPERTY SECURITY ACT

REVISED STATUTES OF ONTARIO, 1980
CHAPTER 375

INDEX

Personal Property Security Act

1 Interpretation
‘ Part I: General
2 Application of Act
3 Where Act does not apply
4 Errors, omissions, etc
5 Conflict of laws
6 Conflict of laws, continued
7 Conflict of laws, continued
8 Conflict of laws, concluded
Part II: Validity of Security Agreements and Rights of Parties

9 Effectiveness of security agreement

10 Enforceability of security interest
11 Delivery of copy of agreement

12 When security interest attaches

13 After-acquired property, etc

14 Limitation on coverage

15 Future advances

16 Agreement not to assert defence against assignee
17 . Seller's warranties

18 Provision to accelerate

19 - Care of collateral

20 Statements of account

Part III: Perfection of Interest

21 Time when perfected
22 Where unperfected security interest subordlnate
23 Continuity of perfection
24 Perfection by possession
25 Perfection by registration
26 Temporary perfection
27 Perfecting as to proceeds
28 Perfecting as to goods held by bailee
29 Goods returned or repossessed
;11, 30 Effect of perfection on purchasers of goods in ordinary
§ i course of business
; {? 31 Bona fide purchasers of negotiable instruments, etc
i0 32 Priority of liens for materials and services
P@ 33 Alienation of rights of debtors
|
|

1k 34 Special priorities, crops
il 35 Priorities, gemeral rule




36
36a
37
38
39
40

41
42
43
44
45
46
47
48
49
- 50
51
52
53
54
55

56
57
58
59

60
61
62
63

64
65
66
66a
67
68
69
70

107

‘Part III: Perfection of Interest (cont’'d)
Priority of security interests, fixtures |
Priority of security interest, reantal payments ‘ |
Accessions
Commingled goods
Priority subject to subordination “
Account debtors
Part IV: Registration 1
Registration system
Registrar, appointment ﬂ
Signing officers
Certificate of registrar
Assurance Fund
Place of registration and effective time of registration
Régistration of financing statement
Assignments
Transfer of collateral
Amendments
Subordination
Renewal
Effect of registration
Fixtures, mortgages, charges
Discharge or partial discharge of registration

PART V: Default - Rights and Remedies
Rights and remedies cumulative
Collection rights of secured party
Secured party's right-to take possession upon default
Secured party's right to dispose of collateral wupon
default
Surplus.
Compulsory disposition of collateral, consumer goods
Redemption of collateral
Remedies for failure of secured party to comply with this
Part '
Part VI: Miscellaneous
Extension .of time
Application of Act -
Transitional provision -
Saving
Rules of practice
Destruction of documents -
Conflict
Regulations

~Ek
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APPENDIX C
LEGISLATION AND FORMS (ONT.)
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PART VI — LEGISLATION AND FORMS
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APPENDIX D

SASKATCHEWAN PERSONAL PROPERTY SECURITY ACT AND REGULATIONS

CHAPTER P-6.1

AN ACT RESPECTING SECURITY INTERESTS IN
PERSORAL PROPERTY

INDEX

Short Title

1 Short Title
Interpretation
2 Interpretation
4
Part I: General
3 Application of Act
4 Non-application of Act : ,
5 Validity of security interest in collateral
6 Conflict of laws rules where goods brought in province
7 Conflict of laws
8 Conflict in priority rules
Part II: Validity of Security Agreements and Rights
: of Parties '
9 Effectiveness of security agreement
10 Enforceability of security interest
11 Delivery of copy of security agreement
12 When security interest attaches
13 After-acquired property
14 Future advances
15 Application of sales law
16 Provision to accelerate
17 Care of collateral
i8 Debtor, etc, may request statement from secured party

‘Part I1I: Perfection and Priorities

19 Time when security interest perfected
20 Where unperfected security interest subordinate
21 Priority of purchase-money security interest
22 Security interest in rental payments subordinate
23  Continuity of perfection
24 Perfection by possession
25 Perfection by registration
26 Temporary perfection ~
27 Perfection of goods held by bailee
28 Perfection re proceeds
29 Goods returned or repossession: attachment of security
interest I
30 Buyer or lgssee takes free of security interestg H

31 Priority of holder of money I
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APPENDIX D

SASKATCHEWAN PERSONAL PROPERTY SECURITY ACT AND REGULATIONS
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CHAPTER P-6.1

AN ACT RESPECTING SECURITY INTERESTS IN
PERSONAL PROPERTY

INDEX

Short Title
Short Title
Interpretation

Interpretation
4
Part I: General

Application of Act

Non-application of Act

Validity of security interest in collateral

Conflict of laws rules where goods brought in province
Conflict of laws

Conflict in priority rules

Part II: Validity of Security Agreements and Rights
: of Parties

Effectiveness of security agreement
Enforceability of security interest
Delivery of copy of security agreement
When security interest attaches
After-acquired property

. Puture advances

Application of sales law

Provision to accelerate

Care of collateral

Debtor, etc, may request statement from secured party

\Part III: Perfection and Priorities

Time when security interest perfected

Where unperfected security interest subordinate
Priority of purchase-money security interest
Security interest in rental payments subordinate
Continuity of perfection

Perfection by possession

Perfection by registration

Temporary perfection

Perfection of goods held by bailee

Perfection re proceeds

Goods returned or repossession: attachment of security
interest

Buyer or lessee takes free of security interestg
Priority of holder of money
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Part ITI: Perfection and Priorities (cont'd)

Priority of liens

Alienation of rights of debtor

Priority of purchase-money security interest
Priority between conflicting security interests
Priority re fixtures

Priorities re assessions

Continuity of perfection

Subordination of interest

Rights of assignee

Part IV: Registration

Registry established

Appointment of registrar and other staff

Requisition of search

Effective time of registration

Financing .

Amendment to registered document

Subordinated interest '

Renewal of registration

Where debtor transfers interest in collateral
Financing change statement acts as discharge

No constructive notice

Registrar may refuse registration

Action against registrar

Notice filed.in land titles office

Application of Part

Receiver or receiver-manager

Collection rights of secured party

Right of secured party to take possession, etc, on default
Right of secured party to dispose of collateral on default
Application of surplus :

Retention of collateral in satisfaction of obligation
Redemption of collateral

Application to judge

Paft VI: Miscellaneous and Transitional

Rights, etc, to be exercised in good faith, etc
Extension of time

Error, omissions, etc

Service

Appeal

Conflict between Act and other legislation
References

Transitional: application of Act
Interpretation '

Regulations

Act binds Crown
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CHAPTER P-6.1 REG 1

INDEKX

Title
Part I: Interpretation

Interpretation

~ Form to be used

Part II: Registrations under
The Personal Property Security Act

Application of Part
Contents of financing statement

Part III: Regjstrations under The Sale of Goods Act
and The Factors Act

Application of Part

Interpretation

Contents of financing statement

Part IV: Filing under The Garage Keepers Act

Application of Part
Interpretation
Contents of financing statement

Part V: Registrations under The Executions Act
and The Creditors’ Relief Act

Application of Part
Interpretation
Contents of financing statement

Part VI: Registration of Financing Change Statement A

Application of Part

Contents of financing change statement A
Renewal ’

Total discharge

Partial discharge

Debtor release

Assignment by secured party

Transfer by debtor .

Addition of collateral or proceeds description
Court order

Other change

Corrections by registry staff
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Part VII: Financing Change Statement B (Amendment)

Application of Part
Contents of financing change statement B (Amendment)
Change in type of registration

Part VIII: Use of Verification Statements

Application of Part

Verification statement

Use of verification financing change statement
Correction of registry errors and amending information
Total discharge ’

Part IX: Particulars of Content of Form

Individual debtor name

Secured party or registrant code
Dates

Additional pages

Part X: Manner of Recording

Manner of recording
Punctuation

Part XI: Office Hours, Fees and Practice

Office hour
Fees
Notice to discharge

Part XII: Fixtures

Application of Part
Filing notice re fixtures

Part XIII: Miscellaneous

Fees under s.18 of Act

Definition re subsection 30(3) of Act
Liability limit

References

Application of Act
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APPENDIX F

TECHNICAL OVERVIEW OF THE SASKATCHEWAN
PERSONAL PROPERTY REGISTRY SYSTEM

This section describes the technical architecture of the
Personal Property Reglstry System. .

System Hardware Configquration:

The Personal Property Registry System operates on an
IBM mainframe located at SaskCOMP. The hardware
configuration for the system includes:

— ten Telex 3270 type terminals, two on-line printers,
and one controller located in the Registry office;

-~ ode 3270 type terminal and one on-line printer
located at SGI.

System Software:

With the exception of the Billing/Accounts Receivable

‘Sub-system, the Personal Property Registry System is an

IMS system. IMS is a data base management system which
provides for a hierarchical view of data maintained by
the system. At the time the system was developed, 1IMS

~was a relatively new product.

‘There are two processing options available under IMS.

The first is batch processing which operates under
IMS-DB. The second is on-line processing which operates
under IMS-DC. Both are utilized in the Personal
Property Registry System.

ADF (Application Development Facility) was used to
develop certain parts of the on-line facility present in
the Personal Property Registry System. ADF is a
developmental tool used to shorten the development time
for IMS on-line appl1catlons. The ADF on-line
facilities present in the system operate under IMS-DC.

The Billing/Accounts Receivable Sub-system operates
under CICS which is another on-line processing facility.

Most of the software,programs in the system are written
in COBOL, ‘a major programming language at the time the
system was developed. COBOL is still frequently used in
larger high volume systems.

Two other programming languages, MARKIV and EASYTRIEVE,
are used in the system. Both are basically reporting
type languages and are used in that capacity in the
Personal Property Registry System. MARKIV was a
relatively new product at the time of system development




200

whereas EASYTRIEVE is a newer reporting language.
EASYTRIEVE was used to re-develop one of the older
MARKIV programs which was becoming difficult to
maintain.

Each of the six sub-systems comprising the Personal
Property Registry System is described in more detall in
the followzng sectlons.

1.

Batch Edit/Control Sub-system:

The primary purpose of this sub-system is to ensure
that data entering the system is both correct and
complete. Input to this sub-system are the Key-Edit
tapes of batches of raw data.

This sub-system consists of an edit program, a batch
control program, and an on-line error correction
program.

The edit program edits each input transaction to
ensure that the information in each field is correct.
This program is written in COBOL.

The second program, the control program, is also
written in COBOL. The purpose of this program is to
ensure that input data is complete (i.e. No missing
registrations; an amendment line is entered for an
amendment transaction code) and in incremental
registration number sequence. '

If an edit and/or control error occurs, the entire
batch is rejected and placed on the Batch Error Data
Base. Error free batches of transactions are written
to a transaction file which goes to the Update:
Sub-system.

The Batch Edit/Control Sub-system is currently being
changed so that only the transactions in error will
be rejected and written to the Batch Error Data Base.
This will mean that the entire batch will not have to
be error free before good transactions are passed to
the Update Sub-system.

Edit and control errors are corrected using an
on-line program developed using ADF. The
transactions in error are brought onto the screen
where the person making the corrections enters the
correct 1nfo:matlon.
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Update Sub-system:

The purpose of this sub-system is to maintain the
Registration Data Base which is the primary system
file and contains all registration data. The Update
Sub-system consists of an update program and an
on-line error correction program.

The update program is a large complex program written
in COBOL and runs under IMS-DB (batch). It takes the
error free transactions passed from the Edit/Control
Sub-system and adds, changes or deletes registrations
on the Registration Data Base.

A major component of the updating process is the name
coding which is done to provide for more efficient
retrireval by secured party name. When the
Registration Data Base is updated, the secured party
name goes through the name coding process. The Name
Coding Routine abbreviates the name to as unique a
name as possible by temov1ng all non-alphanumeric
characters, by removing certain combinations of
characters and by making certain abbreviations.

The unique name produced by the Name Coding Routine
is passed to a second name coding routine, the NYSIIS
Routine. The ™NYSIIS Routine does a character by
character scan of the name, changes, removes or codes
certain combinations of letters, and places the coded
name along with the full expanded name on the
Registration Data Base.

The update program also produces printed verification
statements for every registration which successfully
updates the data base and every registration which is
successfully discharged from the data base. The

"verification statements are sent back to the

Registrant.

Transactions rejected by the update program are .
written to the Update Error Data Base. These errors
are corrected using an on-line error correction
facility also developed using ADF.

Enquiry Sub-system:

The enquiry sub-system provides the Registry with a
facility for:

~ conducting searches against the Registration Data
Base; .

- printing the search results;

"9
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- automatically generating transactions for input
into the Billing/Accounts Receivable Sub-system.

This sub-system consists of four COBOL programs,
three of which are on-line programs running under
IMS-DC. The fourth program, also written in COBOL,
is a batch program running under IMS-DB.

The first on-line program, which is also the most
complex, performs the registration search according
to the search criteria entered. Registrations can be
searched by registration number, debtor name or by
vehicle serial number. Search results are displayed
on a terminal screen by the second on-line program.
If a printed copy of the search results is required,
the third on-line program is used. The batch program
produces the search results which are printed over
night and generates transactions for input into the
billing program.

When searches by debtor name are. processed, the
debtor name goes through the same name coding
routines as in the update program. All NYSIIS codes
on the system which match the NYSIIS code for the
name being searched are found. The expanded name is
then checked and if it matches the search criteria
exactly, it will appear on the search result as an
exact match. The other expanded names, with the same
NYSIIS code but with different expanded names, are
shown as similar matches. The searchers select which
similar matches should be included in the search
results.

Stub Production Sub-system:

This sub-system, consisting of two COBOL software
programs, produces on microfiche, information
regarding every search conducted. The information is
retained for liability protection purposes.

One of the programs runs on a weekly basis and
produces the information in sequence by date. The:
other program, run at month end, produces the

information in debtor name sequence.

History Extraction Sub-system:

The purpose of this sub-system is to delete expired
registrations from the Registration Data Base,
placing the deleted registrations on a history file.
The history information is sorted by debtor, serial
number and registration number to produce three
microfiche indices to a master history report on
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microfilm.

This sub-system consists of five batch programs
written in COBOL. The first program makes a complete
sequential pass of the Personal Property Registry
Data Base, deleting expired registrations and placxng
them on a history file.

The second program creates, on microfilm, a report of
the history information.

The other three programs each sort the history
information in a different sequence and each produce,
on microfiche, an index for referencing the microfilm
history.

TEC ,Billing/Accounts Receivable Sub-system:

This sub-system accumulates TEC charges for the
month, allows on-line entry of payment information
and adjustments, and produces monthly statements and
various other reports for TEC accounts. The
Billing/Accounts Receivable Sub-system was added to
the main system in 1985 with the implementation of
TEC.

An on-line facility, developed using ADF, is used to
maintain a file of names, addresses and TEC account
numbers for regular customers of the Registry. A
COBOL program produces a report of new accounts
added. B

The COBOL billing program produces statements of the
monthly charges, payments and adjustments for TEC
account holders. It also creates a billing
transaction which is input to the Accounts Receivable
component of the sub-system.

Payment and adjustment information is entered using
an on-line facility which is programmed in COBOL and
operates under CICS.

Various reports from the Accounts Receivable
component of this sub-system are produced by programs
written in COBOL, MARKIV and EASYTRIEVE.

MARKIV programs produce reports of daily total

~charges, payments and adjustments, and of accounts

showing outstanding balances for the aging period.

'EASYTRIEVE programs produce reports of adjustment

numbers used when adjustments are entered, and of
accounts whose password is canceled or suspended.

£
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An EASYTRIEVE program also produces letters for
accounts which are 30 days overdue.

pPayment information and account adjustments are
entered onto the accounts receivable file by an
on-line CICS program. The on-line enquiry programs,
which give an option of either summary or detailed
information, are also CICS programs.
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APPENDIX G

ILLINOIS’ TITLE SYSTEM

SALVAGE CERTIFICATE OF AVE
an

LYY VECLE IOEHIACHON 40
H9aT7058N - a1 & 1684B69520w180027

LI S cooMETER

JiM EDGAR
Secretary of State
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I am proud of the continuing success of the computer title master file system
implemented in January 1982. The system consolidated over 20 million vehicle
records into a single file. Vehicle, owner and lienholder information is now being
retrieved faster, easier, and more economically than ever before. This system is
one component of our program to provide Illinois citizens with one of the nation’s
most secure Certificates of Title.

The system has preventéd the issuance of titles on vehicles which have been pre-
viously reported stolen. It also has prevented the Secretary of State’s office from
issuing duplicate titles that might have been used for fraud.

During the first three years of the system, the computer detected 600,000 title
errors that previously might have gone undetected. These cases were either cor-
rected or investigated before a valid illinois Certificate of Title was issued. In many
cases, these detected errors reflected fraudulent activities.

In addition to the implementation of the computer system, lllinois continues to
produce one of the most secure titles in the nation. Using bank note paper with an
intaglio border, latent images, and a security lamination strip, lllinois has dras-
tically reduced its number of altered and counterfeit titles.

The new computer system and security title represent only two facets of a larger
program designed to reduce vehicle theft in lllinois. The Secretary of State’s office
will continue to develop and expand programs which deter crime and protect

q\;n 5%

ILLINOIS SECRETARY OF STATE




207

SECRETARY EDGAR’S COMPUTER TITLE SYSTEM
PROVES EFFECTIVE IN FIGHTING TITLE FRAUD

Features a computer master file for retrieval of vehicle and owner information, etc.
Over 20 million vehicle records are consolidated in the new file.

Includes over 10,000 makes of vehicles.

Has 36 different error conditions that stop the issuance of a Certificate of Title
(e.g.. incorrectvehicle identification number, make in error, or “hit” on stolen vehi-
cle file).

LY

Has detected over 30,000 “HITS” on the stolen vehicle file since Jan. 1, 1982.

Detects numerous fraudulent title transactions that previously would have gone
undetected. (Example: An owner of a vehicle obtains a duplicate title, after
reporting the original title was lost, then takes the original and duplicate titles to
two different financial institutions and borrows twice.)

Detects vehicles which previously were junked in lllinois and have been washed
(registered and/ortitled) by other states and returned to lllinois. Once a vehicle has
been issued an lllinois Junking Certificate, it can never be eligible for Title and
Registration in lllinois again. This prevents a car thief from taking a Vehicle iden-
tification Number from a vehicle junked in [llinois and using it on a stolen
vehicle in Illinois.

Detects lllinois titles labeled with "REBUILT" (sa/vage vehicle) and washed by
other states. The system automatically restores the “REBUILT" when the Certifi-
cate is surrendered from another state and a new lllinois title is issued. The
“REBUILT" on the title lets the consumer know that the vehicle at one time
was salvaged. .

Stops questionable title transactions before their issuance by placing a tag on the
computer master file, which prevents issuance of the certificate. (Example: Tem-
porary restraining order that enjoins Secretary of State’s office until civil or
criminal proceedings are completed.)

Tags on the master file those Illinois titles returned by other states. By updating the -
computer master file with this information, the lllinois Secretary of State’s office
can prevent the issuance of Duplicate lllinois Titles on vehicles which are titled in
other states.

Utilizes latest security technology available in the production of its title documents.
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HOW CERTIFICATES ARE MADE SECURE

Intaglio Printing

When viewing a secure Illinois Certificate of Title, Salvage Certificate or Junking Certificate, the
first test of authenticity is the “feel of steel.” The intaglio border of the document has a three-
dimensional pattern which appears as a result of a steel engraving plate. This intaglio printing
technique produces tiny lines, which are embossed onto the surface of the document, resulting
in the border’s “feel of steel.” It is the most secure printing method known, and represents the
method used to print U.S. currency. A counterfeit documentis easily detected; the tiny lines will
appear muddled and imperfect, and the intaglio border will lack the “feel of steel.”

Security Lamination .

Security lamination is applied over the vital
vehicle information and prevents the aitering
of lllinois certificates. The state seal and the
word “lllinois” appear in the lamination.
Attempts to remove the lamination will result
in the mutilation of the certificate, while any
attempts to alter the vehicle information will
be readily identified.

The Latent Image

The ink texture of the engraving process and
the horizontal lines and spaces combine to
create a hidden or latent image. The three-
dimensional nature of intaglio printing
creates latent images that aid verification of
genuine lllinois Certificates of Title and deter
counterfeiting. The Certificate of Title on the
opposite page has two arrows to indicate the
locations of the latent images: “IL” on the
left and “SS” on the right.

How to View the Security Lamination
1)’ Hold the certificate at arm’s length.

2} Shine a pen light at the lamination, hold-
ing the light at the tip of your nose.

3) See the “lllinois” and State Seal. Any
alterations will also be seen.

How to View the Latent Image
1) Face an overhead light source.
2) Hold document at arm’s length and

raise or lower it until latent image
appears.

“REBUILT” Salvage Vehicle 1dentifier

The notation “REBUILT"” is used to indicate those vehicles which were converted from vehicles
which have been salvaged at one time. The printing of the letters “REBUILT" on Illinois Cer-
tificates of Title is pursuant to PA83-306, effective January 1, 1984. PA84-1304, effective
January 1, 1987, requires that all rebuilt vehicles, eight model years of age or newer, be
physically inspected, and that a fee of $75 be assessed for such inspection.
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CERTIFICATE OF TITLE

SECURITY
LAMINATION

D

STATE OF X

CERTIFICATE OF TITLE OF AVEHICLE

TIME NO. YEAR MAKE VEHICLE IDENTIFICATION -NO
D9B76543 81 BUICK 16aAB69528W180027
* REBUILT =

MOOEL 00Y STME COLOR NO. CYL  HP/CCM ODOMETER

SKYLARK 4D SEDAN  CRM/BRZ - & 25.6 50789

TYPE OF TME B3UE OATE PURCHASE DATE PURCHASED PREVIOUS TiTLE NO.
ORIGINAL . 03/26/88 05/15/84  USED ﬁy7g!s43 WTAGLID
,_BJ"_T BORDER

MAILING ADDRESS .

BISKEL LOAN AGENCY I <]
600 W CENTENNIAL ST

SPRINGFIELD IL 62706 '

|
i
SAMPLE SAMPLE SAMPLE SAMPLE |-
OWNER(S) NAME AND ADDRESS ;
JOHN @ PUBLIC

RR 1 The hoider of Lien on the vehicle described

in thes Cortificale does hereby stale that the
FARMERSVILLE IL 62533

described in said Certificale of Title s
reteasad and discharged.

RELEASE OF LIEN

FIRST LIENHOLDER NAME AND ADDRESS
BISKEL LUOAN AGENCY
600 W CENTENNIAL ST
SPRINGFIELD IL 62706
SECOND LIENHOLDER NAME AND ADORESS

By.

oo _ ; LATENT
‘ ). IMAGE
SAMPLE SAMPLE SAMPLE savPLe I
SAMPLE SAMPLE SAMPLE SAMPLE ! S <:]
[y Trar—yeem

SAMPLE T SAMPLE SAMPLE SAMPLE|IS

1, Jim Edgar, Secretary of State of the Siate of lllinois, do hereby cortity that appli-
<cation has besn made 1o me for a certificate of title for the vehicle described above.

A [ of sald vehicle and thatitis
subject to the above llens and encumbrances and no others.

IN WITNESS WHEREOQF, | HAVE HERETO AFFIXED MY SIGNATURE AND

THE GREAT SEAL OF THE STATE OF ILLINOIS, AT SPRINGFIELD.

B10214764 [V, €

INVENTORY CONTROL NO.

JIM EDGAR, Secretary of State

8 By iaw, an odometer certification statement is required for each completed assignment
and reassignment of title, designated on the back of every new lllinois Certificate of Title.
(See back of Title and Salvage Certificate.)
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SALVAGE CERTIFICATE

SECURITY
LAMINATION

<

SALVAGE CERTIFICATE OF AVEHICLE
VEMICLE IDENTIFICATION NO.

TME NO. YEAR
C9876543 81 BUICK v 163AB69528W180027

MODEL 800Y STNE OOLOR NO. CYL.  HPAOCM COOMETER

SKYLARK 4D SEDAN CRM/BRZ a4  2S,.6 85000
PURCHASED PREVIOUS TITLE NO.

TYPE OF TMLE ssUE OATE PURCHASE DATE
ORIGINAL , 05/30/84 0S/715/784 USED B89876%43
K INTAGLIO
MAIUNG ADORESS ; BORDER
ABC SALVAGE AND WRECKING CO $
RFD 10 .
FARMERSVILLE IL 62533 eis
SAMPLE SAMPLE SAMPLE SAMPLE
OWNER(S) NAME AND ADDRESS
ABC SALVAGE AND WRECKING CO
RFD 10
FARMERSVILLE IL 62533
SAMPLE SAMPLE SAMPLE SAMPLE
SAMPLE SAMPLE SAMPLE SAMP}.E '
1, Jim Edgar, Secretary of State of the State of lliinois, do hereby certify that application ’ ¥k LATENT
has been made to me for a salvage certificate for the vehicle described above. i : IMAGE
1do further certify that | have used reasonable diligence in ascertaining whether or not the - /Rt “ss”
facts contained In said application are true. . Q

Wherefore, | do hereby certify that the above named person has been duly recorded as

the lawful owner of the vehicle described above.
IN WITNESS WHEREOF, | HAVE HERETO AFFIXED MY SIGNATURE AND
THE GREAT SEAL OF THE STATE OF ILLINOIS, AT SPRINGFIELD.

o

A0254588 —JINEDOM.VBOGMINMSED

mven'rouv CONTROL NO.
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JUNKING CERTIFICATE

SECURITY
LAMINATION

<

3 ,q,!bu*\iém-ﬂ.ﬂ. il BN Il LB B By 0y 2,
ﬁ{ K STATE OF X ]

Ty
AL I

* R WP OD A SR TN A B AL P I i
JUNKING CERTIFIGATE OF A VEHICLE — JUNK ONLY — NON-REGISTERABLE
89876543 81  8UTE 164 XBL SR N TR 0527

mooeL »o0Y_STME COLOR NO. ONL  HeIcCM 0OQMETER
SKYLARK 40 SEDAN CRM/BRZ &4 25.6 50000

TrPe OF TMLE 1SUE CATE PURCHASE DATE  PURCHASED PREVIOUS TITLE NO.
ORIGINAL  03/15/84 03/01/84  USED A9876543

INTAGLID
BORDER

MAILING ADDRESS
STRATFORD. INSURANCE ABGENCY
1233 W CRYSTAL AVE . <]

LITCHFIELD IL 62056

SAMPLE SAMPLE SAMPLE SAMPLE
STkATFORD INSUR
1233 W CRYSTAL:
LITCHFLELD .IL L

I ﬁﬁ!ﬂ-ﬁ Secretary of smﬁ MR}&.«. of Illlnols, doﬁ&M'ﬂﬁtny that punulnﬁ&“ L

LATENT _provisions of C 95, S 3-117 of the lilinois Vi Code, an ion for Certificate LATENT
NAB-! of Junking has been made 10 me as prescribed by said Act, for the Vehicle described above. ““G.E
a 1 do further certify that | have used reasonable diligence in ascertaining whether or not the “ss

facts i in said appli are true.

Wherefore, ! do hereby certify that the above named person has been duly recorded as the
lawtul ownaer of the vahicle lbovc ducnbcd and by this certificate hereby authorize that the vehicle
may be junked.

<

IN WITNESS WHEREOF, | HAVE HERETO AFFIXED MY SIGNATURE AND
THE GREAT SEAL OF THE STATE OF ILLINOIS, AT SPRINGFIELD.

q;., Etqan
‘0533244 JIM EDGAR, Secretary of Siate

INVENTORY CONTROL NO.

VED445

T R I T R - A S R N A T T TR e, Se e
; - DO NOT ACCEPT TITLE SHOWING ANY ERASURES ALTERATIONS QR MUTlLATIONS X

i o, 07
ITGEXY M RIS 4 4500 TSt TS 7 T R SO I 0 S AR RS IR S ATt R 0 A TR A

B This document is considered the death certificate of a vehicle. Once an Illinois Junking
Certificate has been issued to a vehicle, that vehicle can never again be registered or titled
in Winois.
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MIDWEST TASK FORCE ON VEHICLE THEFT

A vehicle is stolen every 28 seconds in the United States, according to National Automobile
Theft Bureau statistics. One vehicle in every 43 is either stolen or has its contents (packages
and luggage) and/or accessories (tape decks and CB radios) stolen, costing the American
public over $4 bitlion.

The Midwest Task Force on Vehicle Theft represents a 13-state effort to fight this problem.
Spearheaded by the lilinois Secretary of State’s office, the task force encourages communica-
tion and strengthens enforcement efforts among the states. The 13 states are: Wisconsin, Min-
nesota, South Dakota, North Dakots, Nebraska, lowa, Missouri, Kansas, Kentucky, Indiana,
Michigan, Ohio, and lllinois. Task Force members include motor vehicle administrators, law
enforcement officials, and industry representatives, such as vehicle manufacturers, insurance
agents, scrap processors and recyclers. Through this type of concerted effort, numerous
fradulent interstate activities have been stopped.

PROTECT YOURSELF FROM VEHICLE THIEVES!
The public can help in fighting vehicle theft by following these rules:

B Always buy from a reputable dealer or person you know.
(Know where to find the seller.)

8 Make sure the seller has the valid title for the vehicle.

8 Check the Vehicle Identification Number (VIN] shown on the title against the
VIN on the vehicle. Make sure the title matches the vehicle you are buying.

B Donotpayincash- - use a personal orcertified check so you will have a record
of the transaction. Always obtain a Bill of Sale signed by the previous ownerin
your presence, indicating the vehicle, the amount you paid, the date, and the
names of the buyer and seller. '

B Make application to the Secretary of State for new Title and Registration
immediately.

B Keep your title in a safe place, not in your vehicle.

e
vs0-2241 : June 1967 — &M - GA-1670
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APPENDIX H
ILLINOIS' MOTOR VEHICLE CODE
95'% 13-100 CHAPTER 95'2 — MOTOR VEHICLES 22

Vehicle Code § 3-100

Par.

3-1003.  Administration and enforcement—Conformity
with Use Tax Act.

3-1004.  Disposition of funds.

3-1005. Rules and regulations.

8-1006. - Department. ’

ARTICLE XI. REPLACEMENT VEHICLE TAX

3-2001. ' Imposition of tax.

3-2002. Returns from purchaser insurance company or
broker-—Return and payment to secure title—
Receipts.

3-2003. Administration and enforcement—Conformity
with Use Tax Act.

3-2004. Dispositlon of funds.

3-2005. Rules and regulations.

3-2006. Department.

ARTICLE 1. CERTIFICATES OF TITLE
3-100. Definitions

§ 3-100. Definitions. For. the purposes of this Chap-
ter, the following words shall have the meanings ascribed
to them as follows:

Owner. A person who hoids legal document of owner-
ship of a vehicle limited to a certificate of origin, certifi-
cate of title, salvage certificate or junking certificate, or in
the event a vehicle is the subject of an agreement for the
conditional sale or lease thereof with the right of purchase
upon performance of the conditions stated in the agree-
ment and with an immediate right of possession vested in
the conditional vendee or lessee, or in the event a mortga-
gor of such vehicle is entitled to possession, then such
conditional vendee or lessee or mortgagor shall be deemed
the owner for the purpose of this Chapter, except as
provided under paragraph (b) Section 3-118,

Amended by P.A. 83-831, § 1, eff. Jan. 1, 1984,

3-101. Certificate of title required

§ 3-101. Certificate of title required. (a) Except as
provided in Section 3102, every owner of a vehicle which
is in this State and for which no certificate of title has
been issued by the Secretary of State shall make applica-
tion to the Secretary of State for a certificate of title of
the vehicle.

(b) Every owner of a motorcycle or motor driven cycle
purchased new on and after January 1, 1980 shall make
application to the Secretary of State for a certificate of
title. However, if such cycle is not properly manufactured
or equipped for general highway use pursuant to the
provisions of this Act, it shall not be eligible for license
registration, but shall be issued a distinctive certificate of
title except as provided in Sections 3-102 and 3-110 of this
Act.

(¢) The Secretary of State shall not register or renew
the registration of a vehicle unless a certificate of title has
been issued by the Secretary of State to the owner or an
application therefor has been delivered by the owner to the
Secretary of State.

Amended by P.A. 81-561, § 1, eff. Jan. 1, 1980.
3-102. Exclusions

§ 3-102. Exclusions. No certificate of title need be

obtained for:

1. A vehicle owned by the State of Illinois; or a vehicle
owned by the United States unless it is registered in this
State;

2. A vehicle owned by a manufacturer or dealer and
held for sale, even though incidentally moved on the
highway or used for purposes of testing or demonstration;
or a vehicle used by a manufacturer solely for testing;

3. A vehicle owned by a non-resident of this State and
not required by law to be registered in this State;

4. A vehicle regularly engaged in the interstate trans-
portation of persons or property for which a currently
effective certificate of title has been issued in another
State; ‘

5. A vehicle moved solely by animal power;

6. An implement of husbandry;

7. Special mobile equipment.

3-103. Optional certificate of title .

§ 3-103. Optional certificate of title. The owner of an
implement of husbandry or special mobile equipment may
apply for and obtain a certificate of title on it. All of the
provisions of this Chapter, except part (e) of Section 3-104,
are applicable to a certificate of title so issued, except that
a person who receives a transfer of an interest in the
vehicle without knowledge of the certificate of title is not
prejudiced by reason of the existence of the certificate,
and the perfection of a security interest under this Act is
not effective unti] the lienholder has complied with the
provisions of applicable law which otherwise relate to the
perfection of security interests in personal property.

An application for an optional certificate of title must be
accompanied by either an exemption determination from
the Department of Revenue showing that no tax imposed
under the “Use Tax Act”! or the “Retailers’ Occupation
Tax Act” 2 is owed by anyone with respect to that vehicle
or by a receipt from the Department of Revenue showing
that any tax so imposed has been paid. No optional
certificate of title shall be issued in the absence of such a
receipt or exemption determination.

If the proof of payment or of nonliability is, after the
issuance of the optional certificate of title, found to be
invalid, the Secretary of State shall revoke the optional
certificate of title and require that it be returned to him.
Amended by P.A. 78-1165, § 1, eff. Aug. 27, 1974.

1 Chapter 120, 1 439.1 et seq.

2 Chapter 120, 1 440 et seq.- .

3-104. Application for first certificate of title

§ 3-104. Application for first certificate of title. (a)
The application for the first certificate of title of a vehicle
in this State must be made by the owner to the Secretary
of State on the form prescribed and must contain:

1. The name, residence and mail address of the owner;

2. A description of the vehicle including, so far as the
following data exists: Its make, year-model, identifying
number, type of body, the number of cylinders, whether
new or used, and, as to vehicles of the second division
whether for-hire, not-for-hire, or both for-hire and not-for-
hire;

3. The date of purchase by applicant, the name and
address of the person from whom the vehicle was acquired
and the names and addresses of any lienholders in the
order of their priority; and

4. Any further information the Secretary of State rea-
sonably requires to identify the vehicle and to enable him
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to determine whether the owner is entitled to a dertificate
of title and the existence or nonexistence of security
interests in the vehicle.

(b) If the application refers to a vehicle purchased from
a dealer, it must contain the name and address of any
lienholder holding a security interest created or reserved
at the time of the sale and the date of his security
agreement and be signed by the dealer as well as the
owner,: and the dealer must promptly mail or deliver the
application to the Secretary of State.

(¢) If the application refers to a vehicle last previously
régistered in another State or country, the application
must contain or be accompanied by:

1. Any certified document of ownership so recognized
and issued by the other State or country and acceptable to
the Secretary of State, and

2. Any other information and documents the Secretary
of State reasonably requires to establish the ownership of
the vehicle and the existence or nonexistence of security
interests in it. :

(d) If the application refers to a new vehicle it must be
accompanied by the Manufacturer’s Statement of Origin
with such assignments as may be necessary to show title
in the applicant.

(e) If an application refers to a vehicle rebuilt from a
vehicle previously salvaged, that application shall comply
with the provisions set forth in Sections 3-302" through
8-304 of this Code.

(f) An application for a certificate of title for any ve-
hicle, whether purchased in Illinois or outside Illinois, and
even if previously registered in another State, must be
accompanied by either an exemption determination from
the Department of Revenue showing that no tax imposed
pursuant to the “Use Tax Act” ! or the “vehicle use tax”,
as imposed by Section 3-1001 of “The Illinois Vehicle
Code”, is owed by anyone with respect to that vehicle, or a
receipt from the Department of Revenue showing that any
tax so imposed has been paid. An application for a
certificate of title for any vehicle purchased outside I}li-
nois, even if previously registered in another state, must
be accompanied by either an exemption determination

" from the Department of Revenue showing that no tax
imposed pursuant to the “Municipal Use Tax Act” 2 or the
“County Use Tax Act” 3 is owed by anyone with respect to
that vehicle, or a receipt from the Department of Revenue
showing that any tax so imposed has been paid. In the
absence of such a receipt for payment or determination of
exemption from the Department, no certificate of title
shall be issued to the applicant.

If the broof of payment of the tax or of nonliability
t}_lerefor is, after the issuance of the certificate of title and
display certificate of title, found to be invalid, the Secre-
tary of St.ate shall revoke the certificate and require that
the certificate of title and, when applicable, the display
certificate of title be returned to him.

Amended by P.A. 83-1473, § 1, eff. Jan. 1, 1985.
 Chapter 120, 1 439.1 et seq.

2 Chapter 24, 18-11-6.

4 Chapter 34, 1409.10.
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3-104.1. Repossession certificate of title—Nonresident
lienholders
§ 3-104.1. An appropriate repossession certificate of

title may be issued to a lienholder residing in another state
and using his out-of-state address.
Added by P.A. 83—449_, § 1, eff. Jan. 1, 1984.

3-105. Examination of records i

§ 3-105. Examination of records. The Secretary of
State, upon receiving application for a first certificate of
title, shall check the identifying number of the vehicle
shown in the application against the records of vehicles
required to be maintained by Section 3-107 and against the
record of stolen and converted vehicles required to be
maintained by Section 4-107.

3-106. Certificate of title—Display
suance—Records

§ 3-106. Certificate of title—Display certificate—Is-
suance—Records. (a) The Secretary of State shall file
each application received and, when satisfied as to its
genuineness and regularity, and that no tax imposed by
the “Use Tax Act” ! or the vehicle use tax, as imposed by
Section 3-1001 of “The Illinois Vehicle Code”, or pursuant
to the “Municipal Use Tax Act”2 or pursuant to the
“County Use Tax Act”? is owed as evidenced by the
receipt for payment or determination of exemption from
the Department of Revenue provided for in Section 3-104
of this Act, and that the applicant is entitled to the
issuance of a certificate of title, shall issue a certificate of
title of the vehicle and also, where the vehicle is a trailer, a
display certificate of title. ' In no event shall a display
certificate of title be issued except to.an owner to whom
has been issued a certificate of title.

(b) The Secretary of State shall maintain a record of all
certificates of title issued by him under a distinctive title
number assigned to the vehicle; and, in the discretion of
the Secretary of State, in any other method determined.
Amended by P.A. 81-3, 2nd Sp.Sess., § 19, eff. Jun. 1,
1980. '

1 Chapter 120, 1 139.1 et seq.

2 Chapter 24, 1 8-11-6.

3 Chapter 34, 1 409.10.

3-107. Contents and effect

§ 3-107. Contents and effect. (a) Each certificate of
title issued by the Secretary of State shall contain:

1. The date issued;

2. The name and address of the owner;

3. The names and addresses of any lienholders, in the
order of priority as shown on the application or, if the
application is based on a certificate of title, as shown on
the certificate; i

4. The title number assigned to the vehicle;

3. A description of the vehicle including, so far as the
following data exists: its make, year-model, identifying
number, type of body, number of cylinders, whether new
or used, and, if a new vehicle, the date of the first sale of
the vehicle for use;

6. An odometer certification as provided for in Section
3-112.1 of this act;

7. Any other data the Secretary of State prescribes.

{b) The certificate of title shall contain forms for assign-
ment and warranty of title by the owner, and for assign-
ment and warranty of title by a dealer, and may contuin

certifipate——ls-
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forms for applications for a certificate of title by a trans-
feree, the naming of a lienholder and the assignment or
release of the security interest of a lienholder.
{¢) A certificate of title issued by the Secretary of State
is prima facie evidence of the facts appearing on it.
(d) A certificate of title for a vehicle is not subject to
garnishment, attachment, execution or other judicial pro-
cess, but this subsection does not prevent a lawful levy
upon the vehicle.
: (e) Any certificate of title issued by the Secretary of
v State is subject to a lien in favor of the State of Illinois for
any fees or taxes required to be paid under this Act and as
have not been paid, as provided for in this Act. -
Amended by P.A. 81-557, § 1, eff. Jan. 1, 1980; P.A.
81-1409, § 1, eff. Aug. 25, 1980.
The amendment by P.A. 81-1409, § 1, eff. Aug. 25, 1980, recognized
the amendment by P.A. 81-557, § 1, eff. Jan. 1, 1980.
3-107.1. Presumption of tenancy
§ 3-107.1. Presumption of tenancy. When a certifi-
cate of title.is made out to 2 or more persons, it shall be
presumed that the title is held as joint tenants with right
of survivorship.
Amended by P.A. 79-1454, § 17[77), eff. Aug. 31, 1976.

3-108. Delivery
§ 3-108. Delivery. The certificate of title shall be

mailed to the first lienholder named in it or, if none, to the

owner.

3-109. Registration without certificate of title—Bond
§ 3-109.  Registration without certificate of title; bond.
If the Secretary of State is not satisfied as to the

ownership of the vehicle or that there are no undisclosed

security interests in it, the Secretary of State may register
the vehicle but shall either:.

(a) Withhold issuance of a certificate of title until the
applicant presents documents reasonably sufficient to sat-
isfy the Secretary of State as to the applicant's ownership
of the vehicle and that there are no undisclosed security
interests in it; or

(b) As a condition of issuing a certificate of title, require
the applicant to file with the Secretary of State a bond in
the form prescribed by the Secretary of State and exe-
cuted by the applicant, and either accompanied by the
deposit of cash with the Secretary of State or also exe-
cuted by a person authorized to conduct a surety business
in this State. The bond skall be in an amount equal to one
and one-half times the value of the vehicle as determined
by the Secretary of State and conditioned to indemnify any
prior owner and lienholder and any subsequent purchaser
of the vehicle or person acquiring any security interest in
it, and their respective successors in interest, against any
expense, loss or damage, including reasonable attorney’s
fees, by reason of the issuance of the certificate of title of
the vehicle or on account of any defect in or undisclosed
security interest upon the right, title and interest of the
applicant in and to the vehicle. - Any such interested
person has a right of action to recover on the bond for any
breach of its conditions, but the aggregate liability of the
surety to all persons shall not exceed the amount of the
bond. The bond, and any deposit accompanying it, shall
be returned at the end of three (3) years or prior thereto if
the vehicle is no longer registered in this State and the
currently valid certificate of title is surrendered to the
Secretary of State, unless the Secretary of State has been
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notified of the pendency of an action to recover on the
bond. ,
Security deposited as a bond hereunder shall be placed

by the Secretary of State in the custody of the State

Treasurer.

(¢) During July, annually, the Secretary shall compile a
list of all bonds on deposit, pursuant to this Section, for
more than 3 years and concerning which he has received
no notice as to the pendency of any judicial proceeding
that could affect the disposition thereof. Thereupon, he
shall promptly send a notice by certified mail to the last

"known address of each depositor advising him that his

bond will be subject to escheat to the State of Illinois if not
claimed within 30 days after the mailing date of such
notice. At the expiration of such time, the Secretary of
State shall file with the State Treasurer an order directing
the transfer of such deposit to the Road Fund in the State
Treasury. Upon.receipt of such order, the State Treasurer
shall make such transfer, after converting to cash any
other type of security. Thereafter any person having a
legal claim against such deposit may enforce it by appro-
priate proceedings in the Court of Claims subject to the
limitations prescribed for such Court. At the expiration of
such limitation period such deposit shall escheat to the
State of Illinois.

Amended by P.A. 81-1458, § 1, eff. Sept. 8, 1980.

3-110. Refusing certificate of title

§ 3-110. Refusing certificate of title. The Secretary
of State shall refuse issuance of a certificate of title if any
required fee is not paid or if he has reasonable grounds to
believe that:

(a) The applicant is not the owner of the vehicle;

- (b) The application contains a false or.fraudulent state-
ment; or

(e) The applicant fails to furnish required information or
documents or any additional information the Secretary of
State reasonably requires;

(d) The applicant has not paid to the Secretary of State
any fees or taxes due under this Act and have not been
paid upon reasonable notice and demand.

Amended by P.A. 77-641, § 1, eff. Aug. 4, 1971.

3-111. Lost, stolen or mutilated certificates

§ 3-111. Lost, stolen or mutilated certificates. (a) If a
certificate of title is lost, stolen, mutilated or destroyed or
becomes illegible, the first lienholder or, if none, the owner
or legal representative of the owner named in the certifi-
cate, as shown by the records of the Secretary of State,
shall promptly make application for and may obtain a
duplicate upon furnishing information satisfactory to the
Secretary of State. The duphcat.e certificate of title shall
contain the legend “This is a duplicate certificate and may
be sub]ect to the rights of a person under the original
certificate.” It shall be mailed to the first lienholder
named in it or, if none, to the owner.

(b) The Secretary of State shall not issue a duplicate
certificate of title to any person within 15 days after the
issuance of an original certificate of title to such person.

(c) A person recovering an original certificate of title for
which a duplicate has been issued shall promptly surren-
der the original certificate to the Secretary of State.

. (d) If a Display certificate of title is lost, stolen, mutilat-
ed or destroyed or becomes illegible, the owner or legal
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rep;gsex_)tative‘of the owner, named in the original Display .

certificate of title and in the certificate of title, as shown
by the records of the Secretary of State, shall promptly
make’ application for and may obtain a duplicate upon
furnishing information satisfactory to the Secretary. of
State. The duplicate Display certificate of title shall con-
tain the legend *“Duplicate Display Certificate of Title.” It
shall be mailed to the owner or legal representative of the
owner named in the original Display certificate of title and
in the certificate of title. Such duplicate Display certifi-
cate of title shall be attached and displayed in the same
manner and in the same place as the original Display
certificate of title would have been attached and displayed
had it not been lost, stolen, mutilated or destroyed or had
it not become illegible.

3-112. Transfer -

§ 3-112. Transfer. (a) If an owner transfers his inter-
est in a vehicle, other than by the creation of a security
interest, at the time of the delivery of the vehicle he shall
execute to the transferee an assignment and warranty of
title in the space provided on the certificate of title, or as
the Secretary of State prescribes, and cause the certificate
and assignment to be mailed or delivered to the transferee
or to the Secretary of State.

If the vehicle is subject to a tax under the Mobile Home
Local Services Tax Act! in a county with a population of
less than 3,000,000, the owner shall also provide to the
transferee a certification by the treasurer of the county in
which the vehicle is situated that all taxes owed by the
owner for the vehicle have been paid. If the owner is a
licensed dealer who has purchased the vehicle and is
holding it for resale, in lieu of acquiring a certification
from the county treasurer he shall forward the certifica-
tion received from the previous owner to the next buyer of
the vehicle. The owner shall cause the certification to be
mailed or delivered to the Secretary of State with the
certificate of title and assignment.

(b) Except as provided in Section 3-113, the transferee
shall, promptly and within fifteen (15) days after delivery
to.him of the vehicle and the assigned title, execute the
application for a new certificate of title in the space
provided therefor on the certificate or as the Secretary of
State prescribes, and cause the certificate and application
to be mailed or delivered to the Secretary of State.

(9) Upon request of the owner or transferee, a lienhold-
er in possession of the certificate of title shall, unless the
transfer was a breach of his security agreement, either
deliver the certificate to the transferee for delivery to the
Secretary of State or, upon receipt from the transferee of
the owner’s assignment, the transferee’s application for a
new certificate and the required fee, mail or deliver them
to the Secretary of State. The delivery of the certificate
) does hot affect the rights of the lienholder under his
‘»securl_ty_?gl:eemgnt,.‘ e .t . .

(@) If a security interest is reserved or created at the

time of the transfer, the certificate of title shall be re-

tained by or delivered to the person who becomes the
lienholder, and the parties shall comply with the provisions

of Section 3-203.

, () Except as provided in Section 8-113 and as between ]

the partieg, a transfer by an owner is not effective until
the provisions of this Section and Section 3-115 have been
°°mphegi with; however, an owner who has delivered
pO_ssess_lon of the vehicle to the transferee and has com-
Plied with the provisions of this Section and Section 3-115
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requiring action by him is not liable as owner for any

" damages thereafter resuiting from operation of the ve-

hicle.

(f) The Secretary of State may decline to process any
application for a transfer of an interest in a vehicle if any
fees or taxes due under this Act from the transferor or the
transferee have not been paid upon reasonable notice and
demand. -

(g) If the Secretary of State receives an application for

- transfer of a vehicle subject to a tax under the Mobile

Home Local Services Tax Act in a county with a popula-
tion of less than 3,000,000, and such application is not
accompanied by the required certification by the county
treasurer, he shall process the transfer, and shall notify
the appropriate county treasurer that such transfer has
transpired. .
Amended by P.A, 83-871, § 1, eff. Sept. 26, 1983.

1 Chapter 120 1 1201 et seq. ‘
3-112.1. Odometer certification

§ 3-112.1. (a) All titles issued by the Secretary of
State after the effective date of this amendatory Act of
1980 shall provide for an odometer certification substan-
tially as follows: :

“I certify to the best of my knowledge that the odome-
ter reading is and reflects the actual mileage of the vehicle
unless one of the following statements is checked.

( ) 1. The amount of mileage stated is in excess of
99,999 miles or .

( ) 2. The odometer reading is not the actual mileage.
Signature(s) of Seller(s)....................

Dateof Sale.................... "

(b) When executing any transfer of title which contains
the odometer certification as described in paragraph (a)
above, each transferor of a motor vehicle must supply on
the title form the following information:

(1) The odometer reading at the time of transfer;

(2) The date of transfer; and

(3) The transferor's name and current address.

(¢) When the transferor signs the title transfer such -
transferor acknowledges that he or she is aware that
Federal regulations and State law require him or her to
state the odometer mileage upon transfer of ownership.
An inaccurate or untruthful statement with intent to de-
fraud subjects the transferor to liability for damages to
the transferee pursuant to the Motor Vehicle Information
and Cost Act of 1972, P.L. 92-513 as amended by 94-364.!

- A State cause of action is hereby created by which any

rd

person who, with intent to defraud, violates any require-
ment imposed under this Section shall be liable in an
amount equal to the sum of; -

(1) three times the amount of actual damages sustained
or $1,500, whichever is the greater, and

{2) in the case of any successful action to enforce the
foregoing liability, the costs of the action together with
reasonable attorney fees as determined by the court. -

Any recovery based on this State cause of action shall
be offset by any recovery made pursuant to the Motor
Vehicle Information and Cost Act of 1972.

(d) If the transferor is aware that the odometer reading
at the time of transfer is inaccurate such transferor shall
so indicate by marking one of the following checkboxes:
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(1) The amount of mileage stated is in excess of 99,999
miles; or

{2} The odometer reading is not the actual mileage.

(e) The Secretary of State, subject to any administrative
and fiscal constraints, may adopt rules and regulations
providing for a transition period which promotes the most
rapid conversion of vehicle titles, including the retrieval of
all non-conforming tities outstanding, to a format that
complies with provisions of this Section.
Added by P.A. 81-1409, § 1, eff. Aug. 25, 1980.

115 US.C.A. § 1901 et seq.
3-113. Transfer to or from dealer—Records

§ 3-113. Transfer to or from dealer-Records. (a) If a
dealer buys a vehicle and holds it for resale and procures
the certificate of title from the owner or the lienholder
within 10 days after delivery to him of the vehicle, he need
not send the certificate to the Secretary of State but, upon
transferring thg vehicle to another person other than by
the creation of a security interest, shall promptly and
within 15 days execute the assignment and warranty of
title by a dealer, showing the names and addresses of the
transferee and of any lienholder holding a security interest
created or reserved at the time of the resale and the date
of his security agreement, in the spaces provided therefor
on the certificate or as the Secretary of State prescribes,
and mail or deliver the certificate to the Secretary of State
with the transferee's application for a new certificate.

(b} The Secretary of State may decline to process any
application for a transfer of an interest in a vehicle if any
fees or taxes due under this Code from the transferor or
the transferee have not been paid upon reasonable notice
and demand.
Amended by P.A. 83-1473, § 1, eff. Jan. 1, 1985.

3-114. Transfer by operation of law

§ 3-114. Transfer by operation of law. (a) If the inter-
est of an owner in a vehicle passes to another other than
by voluntary transfer, the transferee shall, except as
provided in paragraph (b), promptly mail or deliver within
15 days to the Secretary of State the last certificate of
title, if available, proof of the transfer, and his application
for a new certificate in the form the Secretary of State
prescribes. It shall be unlawful for any person having
possession of a certificate of title for a motor vehicle,
semi-trailer, or house car by reason of his having a lien or
encumbrance on such vehicle, to fail or refuse to deliver
such certificate to the owner, upon the satisfaction or
discharge of the lien or encumbrance, indicated upon such
certificate of title.

(b) If the interest of an owner in a vehicle passes to
another under the provisions of the Small Estates provi-
sions of the Probate Act of 1975, as amended,! the trans-
feree shall promptly mail or deliver to the Secretary of
State, within 120 days, the last certificate of title, if
available, the documentation required under the provisions
of the “Probate Act of 1975", 25 amended, and an applica-
tion for certificate of title. The transfer may be to the
transferee or to the nominee of the transferee.

(c} If the interest of an owner in a vehicle passes to
another under other provisions of the Probate Act of 1975,
as amended, and the transfer is made by a representative
or guardian, such transferee shall promptly mail or deliver
to the Secretary of State, the last certificate of title, if
available, and a certified copy of the letters of office or
guardianship, and an application for certificate of title.
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Such application shall be made before the estate is closed.
The transfer may be to the transferee or to the nominee of
the transferee.

(d) If the interest of an owner in joint tenancy passes to
the other joint tenant with survivorship rights as provided
by law, the transferee shall promptly mail or deliver to the
Secretary of State, the last certificate of title, if available,

‘proof of death of the one joint tenant and survivorship of -

the surviving joint tenant, and an application for certifi-
cate of title. Such application shall be made within 120
days after the death of the joint tenant. The transfer may
be to the transferee or to the nominee of the transferee.

(e) The Secretary of State shall transfer a decedent’s
vehicle title to any legatee, representative or heir of the
decedent who submits to the Secretary a death certificate
and an affidavit by an attorney at law on the letterhead
stationery of the attorney at law stating the facts of the
transfer. ~

(f) In all cases wherein a lienholder has repossessed a
vehicle, after the original 21 day notice to the debtor has
been fulfilled, the lienholder shall within 15 days.n.make an
application to the Secretary of State for a 'c.ertlflcate of
title, a salvage certificate or a junking certificate, as set
forth in this Code. In all cases, however, the Secretary_of
State shall not issue a certificate of title, a salvage certifi-
cate or a junking certificate to such lienholder unless the

- person from whom such vehicle has been repossessed, is

shown to be the last registered owner of such motor
vehicle and such lienholder establishes to the satisfaction
of the Secretary of State that he is entitled to such
certificate of title, salvage certificate or junking certifi-
cate.

{g) A person holding a certificate of title whose interest
in the vehicle has been extinguished or transferred other
than by voluntary transfer shall mail or deliver the certifi-
cate, within 15 days upon request of the Secretary of
State. The delivery of the certificate pursuant to the
request of the Secretary of State does not affect the rights
of the person surrendering the certificate, and t‘he‘e action
of the Secretary of State in issuing a new certificate of
title as provided herein is not conclusive upon the rights of
an owner or lienholder named in the old certificate.

(h) The Secretary of State may decline to process any
application for a transfer of an interest in a vehicle here-
under if any fees or taxes due under this Act fl_rom the
transferor or the transferee have not been paid upon
reasonable notice and demand. _

" (i) The Secreta ¥ ol Staie shall not be heia civilly or
. eriminally liable t. any person because any purported

transferor may not have had the power or authority to
make a transfer of any interest in any vehicle or because a
certificate of title issued in error is subsequently used to
commit a fraudulent agk |

~fmendet-byBA—T3-1362, Art. 1T, 399, St sepr TE

1984; P.A. 83-1478, § 1, eff. Jan. 1, 1985.
1 Chapter 110%, 11-1 et seq. '
Article II of P.A. 83-1362, the First 83rd General Assembly Combin-
ing Revisory Act, resolved multiple actions in the 83rd General Assem-
bly.
3-115. Fees—Registration cards—License plates
© § 8-115. Fees—Registration cards—License plates. -
(a) An application for a certificate of title shall b_g accom-
panied by an application for, or a transfer of, registration
of the vehicle.
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(b) An application for the naming of a lienholder or his
assignee on a certificate of title shall be accompanied by
the required fee when mailed or delivered to the Secretary

of State.

{c) A transferor of a vehicle, other than a dealer trans-
ferring a new vehicle, shall deliver to the transferee at the
time of the delivery of possession of the vehicle the
properly assigned certificate of title of this vehicle.

(d) All applications shall be accompanied with the re-
quired fee or tax.
Amended by P.A. 83-1473, § 1, eff. Jan. 1, 1985.

3-116. When Secretary of State to issue a new certifi-
cate

§ 3-116. When Secretary of State to issue a new certif-
icate. (a) The Secretary of State, upon receipt of a proper-
ly assigned certificate of title, with an application for a
new certificate of title, the required fee and any other
documents required by law, shall issue a new certificate of
title in the name of the transferee as owner and mail it to
the first lienholder named in it or, if none, to the owner.

(b) The Secretary of State, upon receipt of an applica-
tion for a new certificate of title by a transferee other
than by voluntary transfer, with proof of the transfer, the
required fee and any other documents required by law,
shall issue a new certificate of title in the name of the
transferee as owner. If the outstanding certificate of title
is not delivered to him, the Secretary of State shall make
demand therefor from the holder thereof.

(c) Any person, firm or corporation, who shall knowing-
ly possess, buy, sell, exchange or give away, or offer to
buy, sell, exchange or give away the certificate of title to
any motor vehicle which is a junk or salvage, or who shall
fail to surrender the certificate of title to the Secretary of
State as required under the provisions of this Section, shall
be guilty of Class 3 felony.

(d) The Secretary of State shall tile and retain for four
(4) years a record of every surrendered certificate of title
or proof of ownership accepted by the Secretary of State,
the file to be maintained so as to permit the tracing of title
of the vehicle designated therein.

Amended by P.A. 81-557, § 1, eff. Jan. 1, 1980.

3-117. § 3-117. Repealed by P.A. 831473, § 2, eff. Jan.
1, 1985,

3-117.1. When junking certificates or salvage certifi-
cates must be obtained

§ 3-117.1. When junking certificates or salvage certifi-
cates must be obtained. . (a) Except as provided in Chapter
4 of this Code,! a person who possesses a junk vehicle
shall within 15 days cause the certificate of title, salvage
certificate, certificate of purchase, or a similarly accept-
able out of state document of ownership to be surrendered
to the Secretary of State along with an application for a
Junking certificate, whereupon the Secretary of State shall
1Ssue to' such a person a junking certificate, which shall
authorize the holder thereof to possess, transport, or, by
an endorsement, transfer ownership in such junked ve-
hicle, and a certificate of title shall not again be issued for
such vehicle.

(b) An application for a salvage certificate shall be

S}mei'tted to the Secretary of State in any of the following
Situations: :

95'% 13-117.1
Vehicle Code §3-117.1

(1) When an insurance company makes a payment of
damages on a total loss claim for a vehicle, the insurance
company shall be deemed to be the owner of such vehicle
and the vehicle shall be considered to be salvage. The
insurance company shall promptly deliver or mail within
15 days the certificate of title along with proper applica-
tion and fee to the Secretary of State, and a salvage
certificate shall be issued in the name of the insurance
company. An insurer making payment of damages on a
total loss claim for the theft of a vehicle may exchange the
salvage certificate for a certificate of title if the vehicle is
recovered without damage. In such a situation, the insur-
er shall fill out and sign a form prescribed by the Secre-
tary of State which contains an affirmation under penalty
of perjury that the vehicle was recovered without damage
and the Secretary of State may, by rule or regulation,
require photographs to be submitted. '

(2) When a vehicle the ownership of which has been
transferred to any person through a certificate of pur-
chase from acquisition of the vehicle at an auction or other
dispositions as set forth in Sections 4-208 and 4-209 of
this Code or a lien arising under Section 18a-501 of this
Code shall be deemed salvage if the vehicle is 7 years of
age or newer or junk if the vehicle is over 7 years of age.
The person acquiring such vehicle in such manner shall
promptly deliver or mail, within 15 days after the acquisi-
tion of the vehicle, the certificate of purchase along with
the proper application and fee to the Secretary of State
and a salvage certificate or junking certificate shall be
issued in the name of that person. The salvage certificate
or junking certificate issued by the Secretary of State
under this Section shall be free of any lien that existed
against the vehicle prior to the time the vehicle was
acquired by the applicant under this Code.

(3) A vehicle which has been repossessed by a lienholder
shall be considered to be salvage only when the repos-
sessed vehicle, on the date of repossession by the lienhold-
er, has sustained damage by collision, fire, flood, theft,
rust, corrosion, or other means so that the cost of repair-
ing such damage, including labor, would be greater than
25% of its fair market value without such damage. If the
lienholder determines that such vehicle is damaged in
excess of 25% of such fair market value, the lienholder -
shall, before sale, transfer or assignment of the vehicle,
make application for a salvage certificate, and shall submit
with such application the proper fee and evidence of pos-
session. If the facts required to be shown in subsection (f)
of Section 8-114 are satisfied, the Secretary of State shall
issue a salvage certificate in the name of the lienholder
making the application. In any case wherein the vehicle
repossessed is not damaged in excess of 25% of its fair
market value, the lienholder, after the original 21 day
notice to the debtor has been fulfilled, shall within 15 days
make an application to the Secretary of State for a certifi-
cate of title, submitting with such application evidence of
possession. The application shall contain an affirmation
under penalty of perjury that the vehicle on the date of
such application for. certificate of title is not damaged in
excess of 25% of its fair market value. If the facts
required to be shown in subsection (f) of Section 3-114 are
satisfied, the Secretary of State shall issue a certificate of
title as set forth in Section 3-116 of this Code. The
Secretary of State may by rule or regulation require
photographs to be submitted.

{4) A vehicle which is a part of a fleet of more than 5
commercial vehicles registered in this State or any other
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state or registered proportionately among several states
shall be considered to be salvage when such vehicle has
sustained damage by collision, fire, flood, theft, rust, cor-
rosion or similar means so that the cost of repairing such
damage, including labor, would be greater than 25% of the
fair market value of the vehicle without such damage. If
the owner of a fleet vehicle desires to sell, transfer, or
assign his interest in such vehicle to a person within this
State other than an insurance company licensed to do
business within this State, and the owner determines that
such vehicle, at the time of the proposed sale, transfer or
assignment is damaged in excess of 25% of its fair market
value, the owner shall, before such sale, transfer or as-
signment, make application for a salvage certificate. The
application shall contain with it evidence of possession of
the vehicle. If the fleet vehicle at the time of its sale,
transfer, or assignment is not damaged in excess of 25%
of its fair market value, the owner shall so state in a
written affirmation on a form prescribed by the Secretary
of State by rule or regulation. The Secretary of State
may by rule or regulation require photographs to be
submitted. Upon sale, transfer or assignment of the fleet
vehicle the owner shall mail the affirmation to the Secre-
tary of State.

(¢) Any person who shall knowingly possess, buy, sell,
exchange, give away, transfer or destroy, or offer to buy,
sell, exchange, give away, transfer or destroy the certifi-
cate of title to any motor vehicle which is a junk or
salvage vehicle shall be guilty of a Class 3 felony.

{d) Any person who knowingly fails to surrender to the
Secretary of State a certificate of title, salvage certificate,
certificate of purchase or a similarly acceptable out-of-
state document of ownership as required under the provi-
sions of this Section is guilty of a Class A misdemeanor
for a first offense and a Class 4 felony for a subsequent
offense.

(e} Any vehicle which is salvage or junk may not be

driven or operated on roads and highways within this
State. A violation of this subsection is a Class A misde-
meanor. A salvage vehicle for which a short term permit
has been issued under Section 3-307 of this Code is ex-
empt from the provisions of this Article for the duration of
the permit. ”
Added by P.A. 83-1473, § 1, eff. Jan. 1, 1985.

! Paragraph 4-100 et seq. of this chapter,
3-118. Salvage or junking certificate

§ 3-118. Salvage or junking certificate. (a) An applica-
tion for a salvage certificate or junking certificate shall be
made upon the forms prescribed by the Secretary of State
and contain:

1. The name, address of the applicant;

2. Description of the vehicle being salvaged or junked;
and

3. Any further information reasonably required by the
Secretary of State.

(b) A salvage certificate may be assigned to any person
licensed under this Act as a rebuilder, used parts dealer or
scrap processor. A junking certificate may be assigned to
anyone. The provisions for reassignment by dealers un-
der paragraph (a) of Section 3-113 shall apply to salvage
certificates and junking certificates. A salvage certificate
or junking certificate may be reassigned to one other
person licensed under this Act.

Amended by P.A. 83-1473, § 1, eff. Jan. 1, 1985.
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3-118.1. Title certificates for salvaged vechicles—Total
loss from theft )

§ 3-118.1. Whenever a certificate of title is issued for
a vehicle with respect to which a salvage certificate has
been previously issued, the new certificate of title shall
bear the notation “REBUILT”. However, insurance com-
panies may exchange a salvage certificate for a certificate
of title which does not bear the notation “REBUILT”
when there is submitted with the application satisfactory
proof that the salvage certificate was obtained because of
a claim of total loss from theft and the vehicle was
recovered without damage.

Amended by P.A. 83-306, § 1, eff. Jan. 1, 1984.

3-119. Display certificate—Contents and mailing

§ 3-119. Display -certificate—Contents and mailing.
Each Display certificate of title issued by the Secretary of
State shall contain exactly the same information as is
contained ‘in the certificate of title except that there shall
not appear on the Display certificate of title the names and
addresses of any lienholders.

The Display certificate of title shall be mailed to the
owner or legal representative of the owner named in the
certificate of title.

Amended by P.A. 78-858, § 1. eff. Jan. 1, 1974.

3-120. ' Display certificate—Manner of displaying

§ 3-120. Display certificate—Manner of displaying.
The Display certificate of title shall be prominently dis-
played in such a manner that it is clearly visible and easily
read from the outside of the house trailer to which it
pertains. If the trailer has one window or more, the
Display certificate of title shall be attached to the inside of
that window which is located on the front of the trailer
(the end at which the trailer would normally be hitched to
another vehicle for moving purposes) and nearest to the
left side of the trailer; if there be no window at the front
of the trailer, then the Display certificate of title shall be
attached to the inside of that window on the left side of
the trailer which is nearest to the front of the trailer; in
the event that there also be no window on the left side of
the trailer, the Display certificate of title shall be attached
to the inside of the window on the rear of the trailer which
is nearest to the left side of the trailer; if there also be no
window on the rear of the trailer, then the Display certifi-
cate of title shall be attached to the inside of that window
on the right side of the trailer which is located nearest to
the rear of the trailer; in the event that there be no
window in the trailer then the Display certificate of title
shall be attached to the rear end of the trailer in such a
manner that it shall be clearly visible and easily read.
3-121. Failure to display certificate of title—Penalty

§ 3-121. Failure to display certificate of title—Penalty.
Any person who violates any provision of Section 3-120 of
this Act is guilty of a petty offense, and, upon conviction
thereof, shall be fined $25 for each day during which said
violation takes place. The failure to display certificate of
title, under the provisions of Section 3-120 hereof, shall
not be considered to be such a violation on the day on
which application for a certificate of title is made or on
any day subsequent thereto until the fourth day after the
Display certificate of title shall have been mailed by the
Secretary of State in accordance with the provisions of
Section 3-119 hereof. For the purpose of determining
when, if ever, an application was sent to the Secretary of
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State for a certificate of title to a particular house trailer
coach, it shall be a presumption that the application was
not sent more than 4 days prior to the time when it was
received, if received, by the Secretary of State.

Amended by P.A. 77-2720, § 1, eff. Jan. 1, 1973.

ARTICLE II. SECURITY INTERESTS
*3-201. ‘Excepted liens and security interests
§ 3-201. Excepted liens and security interests. This
Article does not apply to or affect:

(a} A lien given by statute or rule of law to a supplier of
services or materials for the vehicle;

{(b) A lien given by the statute to the United States, this
State or any political subdivision of this State, except liens
on trailer coaches and mobile homes for public assistance,
as provided in Section 3-15 of “The lllinois Public Aid
Code"”, enacted by the 75th General Assembly.!

(¢) A security interest in a vehicle created by a manufac-
turer or dealer who holds the vehicle for sale, but a buyer
in the ordinary course of trade from the manufacturer-or
dealer takes free of the security interest.

180 in enrolled bill.  See ch. 23, 1 3-12.

3-202. Perfection of security interest

§ 3-202. Perfection of security interest. (a) Unless
excepted by Section 3-201, a security interest in a vehicle
of a type for which a certificate of title is required is not
valid against subsequent transferees or lienholders of the
vehicle unless perfected as provided in this Act.

(b) A security interest is perfected by the delivery to the
Secretary of State of the existing certificate of title, if any,
an application for a certificate of title containing the name
and address of the lienholder and the required fee. It is
perfected as of the time of its creation if the delivery is
completed within 21 days thereafter, otherwise as of the
time of the delivery.

(c) If a vehicle is subject to a security interest when
brought into this State, the validity of the security interest
is determined by the law of the jurisdiction where the
vehicle was when the security interest attached, subject to
the following: :

L If the parties understood at the time the security
Interest attached that the vehicle would be kept in this
State and it was brought into this State within 30 days
thereafter for purposes other than transportation through
this State, the validity of the security interest in this State
is determined by the law of this State.

2. If the security interest was perfected under the law
pf the jurisdiction where the vehicle was when the security
Interest attached, the following rules apply:

(.-\.)'If the name of the lienholder is shown on an existing
certificate of title issued by that jurisdiction, his security
Interest continues perfected in this State.

(B) If the name of the lienholder is not shown on an
existing certificate of title issued by that jurisdiction, a
security interest may be perfected by the lienholder deliv-
ering to the Secretary of State the prescribed notice and
by payment of the required fee. Such security interest is
berfected as of the time of delivery of the prescribed
nhotice and payment of the required fee.

3. If the security interest was not perfected under the
law of the jurisdiction where the vehicle was when the
Security interest attached, it may be perfected in this
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State; in that case perfection dates from the time of
perfection in this State. ~

4. A security interest may be perfected under para-
graph 3 of this subsection either as provided in subsection
(b) or by the lienholder delivering to the Secretary of State
a notice of security interest in the form the Secretary of
State prescribes and the required fee.

Amended by P.A. 81-557, § 1, eff. Jan. 1, 1980.

3-203. Security interest

§ 3-203. Security interest.
curity interest in a vehicle:

(a) The owner shall immediately execute the application,
in the space provided therefor on the certificate of title or
on a separate form the Secretary of State prescribes, to
name the lienholder on the certificate, showing the name
and .address of the lienholder and cause the certificate,
application and the required fee to be delivered to the
lienholder.

(b) The lienholder shall immediately cause the certifi-
cate, application and the required fee to be mailed or
delivered to the Secretary of State.

(c) Upon request of the owner or subordinate lienholder,
a lienholder in possession of the certificate of title shall
either mail or deliver the certificate to the subordinate
lienholder for delivery to the Secretary of State or, upon
receipt from the subordinate lienholder of the owner's
application and the required fee, mail or deliver them to
the Secretary of State with the certificate. The delivery
of the certificate does not affect the rights of the first
lienholder under his security agreement.

(d) Upon receipt of the certificate of title, application
and the required fee, the Secretary of State shall either
endorse on the certificate or issue a new certificate con-
taining the name and address of the new lienholder, and
mail the certificate to the first lienholder named in it

Amended by P.A. 81-557, § 1, eff. Jan. 1, 1980.

If an owner creates a se-

3-204. Assignment by lienholder
§ 3-204. Assignment by lienholder. (a) ‘A lienholder
may assign, absolutely or otherwise, his security interest
in the vehicle to a person other than the owner without
affecting the interest of the owner ot the validity of the
security interest, but any person without notice of the
assignment is protected in dealing with the lienholder as
the holder of the security interest and the lienholder
remains liable for any obligations as lienholder until the
assignee is named as lienholder on the certificate.

(b) The assignee may, but need not to perfect the as-
signment, have the certificate of title endorsed or issued
with the assignee named as lienholder, upon delivering to
the Secretary of State the certificate and an assignment
by the lienholder named in the certificate in the form the
Secretary of State prescribes.

3-205. Release of security interest

§ 3-205. Release of security interest. (a) Upon the
satisfaction of a security interest in a vehicle for which the
certificate of title is in the possession of the lienholder, he
shall, within ten (10) days after demand and, in any event,
within thirty (30) days, execute a release of his security
interest, and mail or deliver the certificate and release to
-the next lienholder named therein, or, if none, to the owner
or any person who delivers to the lienholder an authoriza-
tion from the owner to receive the certificate. If the
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owner desires a new certificate reflecting no lien, the
certificate and release from the lienholder may be sub-
mitted to the Secretary of State, along with the prescribed
application and required fee, for issuance of that new
certificate.

{b) Upon the satisfaction of a security interest~in a
vehicle for which the certificate of title is in the possess:on
of a prior lienholder, the lienholder whose security interest
is satisfied shall within ten (10) days after demand and, in
any event, within thirty (30) days execute a release and
deliver the release to the owner or‘any person who deliv-
ers to the lienholder an authorization from the owner to
receive it. The lienholder in possession of the certificate
of title may either deliver the certificate to the owner, or
the person authorized by him, for delivery to the Secretary
of State, or, upon receipt of the release, may mail or may
deliver the certificate and release, along with prescribed
application and require fee, to the Secretary of State, who
shall issue a new certlflcate

Amended by P.A. 81-357, § 1, eff. Jan. 1, 1980.

3-206. Duty of lienholder

§ 3-206. Duty of lienholder. A lienholder named ina
certificate of title shall, upon written request of the owner
or of another lienholder named on the certificate, disclose
any pertinent information. as to his security agreement and
the indebtedness secured by it. :

3-207. Exclusiveness of procedure

§ 3-207. Exclusiveness of procedure. The method pro-
vided in this act of perfecting and giving notice of security
interests subject to this act is exclusive. Security inter-
ests subject to this act are hereby exempted from the
provisions of law which otherwise require or relate to the
recordmg or filing of instruments creating or evidencing
security interests in vehicles including chattel mortgages
and conditional sale agreements."

3-208. Suspension or revocation of certificates

§ 3-208. Suspension or revocation of certificates. (a)
The Secretary of State may suspend or revoke a certificate
of title, upon notice and reasonable opportunity to be
heard in accordance with Section 2-118, when authorized
by any other provision of law or if he finds:

1. The certificate of title was fraudulentl; procured or
erroneously issued, or

2. The vehicle has been scrapped, dismantled or de-
stroyed.

(b) Suspension or revocation of a certificate of title does
not, in itself, affect the validity of a security interest noted
on it.

(c) When the Secretary of State suspends or revokes a
certificate of title, the owner or person in possession of it
shall, immediately upon receiving notice of the suspension
or revocation, mail or deliver the certificate to the Secre-
tary of State.

(d) The Secretary of State may seize and.impound any
«certificate of title which hasv been suspended or revoked.
3-209. Powers of Secretary of State

§'3-209. Powers of Secretary of State. (a) The Secre-
tary of State shall prescribe and provide suitable forms of

applications, certificates of title, notices of security inter- °
ests, and all other notices and forms necessary to carry '

out the provisions of this chapter.
(b) The Secretary of State may:
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1. Make necessary investigations to procure informa-
tion required to carry out the provisions of this Act;

2. Assign a new identifying number to a vehicle if it
has none, or its identifying number is destroyed or obliter-
ated, or its motor is changed, and shall either issue a new
certificate of title showing the new identifying number or
make an appropriate endorsement on the orlgmal certifi-
cate.
3-210. Review under Administrative Review Law

§ 3-210. Court review. A person aggrieved by an act
or omission to act of the Secretary of State under this
Article is also entitled to a review thereof by the Circuit
Court of Sangamon County in accordance with the Admm-
istrative Review Law, as amended.!
Amended by P.A. 82-783, Art. XI, § 140, eff. July 13,
1982.

1 Chapter 110, 18-101 et seq.

ARTICLE 1. CERTIFICATE OF
TITLE—REBUILT VEHICLES

Article 1l was added by P.A. 83-1473, § 1, eff.
Jan. 1, 1985.

3-301. New certificate of title for rebuilt vehicle

§.8-301. New certificate of title for rebuilt vehicle.
The Secretary of State shall issue a new certificate of title
to any rebuilt vehicle or any vehicle which previously had
been titled as salvage in this State or any other jurisdiction
upon the successful inspection of the vehicle in accordance
with Section 3-308 of this Article.

Added by P.A. 83-1473, § 1, eff. Jan. 1, 1985.

3-302. Application for title—Contents

§ 3-302. Application for title—contents. Every appli-
cation for a certificate of title for a rebuilt vehicle shall be
made upon a form prescribed by the Secretary of State,
and shall include the following:

1. The name and address of the applicant;

2. The year, make, model, and vehicle identification
number of the rebuilt vehicle;

3. The salvage certificate number, if applicable, evi-
dencing ownership of the rebuilt vehicle;

4. A listing of all replaced essential parts of the rebuilt
vehicle, and the identification number of the vehicle or
vehicles from which the essential parts originated;

5. The date of application; and

6. Any other information which may be reasonably
required by the Secretary of State.
Added by P.A. 83-1478, § 1, eff. Jan. 1, 1985.

3-303. Application for title—Attachments

§ 3-303. Application for title—attachments. Every ap-
plication for a certificate of title for a rebuilt vehicle shall
be accompanied by the following:

1. . The salvage certificate or out-of-state title certificate
previously issued for the rebuilt vehicle;

2. Bills of sale and other documents evidencing the
acquisition of all essential parts used to rebuild the ve-
hicle; and

8. Photographs of the rebuiit vehicle if required by
rule of the Secretary of State.

Added by P.A. 83-1478, § 1, eff. Jan. 1, 1985.
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2.304. Application for title—Affirmation

§ 3-304. Application for title—affirmation. The appli-
cant applying for a certificaf:e of ti}le for a rebuilt veh_icle
shall sign a written affirmation which states the following:

1. He personally rebuilt the vehicle, or personally su-
pervised its rebuilding;

2.. He personally inspected the completed vehicle, and it
complies with all safety requirements set forth in this
Code and any regulations promulgated thereunder by the

_ Secretary of State;

3. The identification numbers of the rebuilt vehicle and
its parts have not, to the knowledge of the applicant, been
removed, destroyed, falsified, altered or defaced;

4. The salvage certificate or out-of-state title certificate
attached to the application has not, to the knowledge of
the applicant, been forged, falsified, altered or counterfeit-
ed; and .

5. All information contained on the application and its
attachments is true and correct to the knowledge of the

applicant.
Added by P.A. 83-1473, § 1, eff. Jan. 1, 1985.

3-305. .Inspection fee ) ’

§ 3-305. Inspection fee. The fee for the inspection of
a rebuilt vehicle shall be $75. All such fees received by
the Secretary of State shall be applied toward the person-
nel and maintenance costs of the vehicle inspection pro-
gram. o (
Added by P.A. 83-1473, § 1, eff. Jan. 1, 1985.

3-306. Retention of documents

§ 3-306. Retention of documents. The original doc-
uments required to be submitted to the Secretary of State
pursuant to Sections 3-301 through 3-305 shall be retained
by the Secretary of State for a period determined by
Secretary of State by rule or regulation.

Added by P.A. 83-1478, § 1, eff. Jan. 1, 1985. Amended
by P.A. 83-1528, Art. I, § 24, eff. Jan. 17, 1986.

P.A. 83-1528, the Second 1984 Revisory Act, resolved multiple
actions in the 83rd General Assembly and corrected misspelled words
and technical errors in Acts of the 83rd General Assembly.

3-307. Short term permit

§ 3-307.- Short term permit. The Secretary of State
shall issue a short term permit for any vehicle for which
an application for a- certificate of title has been made
under this Article and which must be driven on the roads
and highways of this State to a place of inspection.

Added by P.A. 83-1473, § 1, eff. Jan. 1, 1985.

3-308. Inspection of rebuilt vehicles

§ 3-308. Inspection of rebuilt vehicles. (a) The Secre-
tary of State shall inspect any vehicle for which an applica-
tion for a certificate of title for a rebuilt vehicle will be
submitted, or any foreign vehicle which is or may have
been salvage as defined under the provisions of this Code.

(b) The inspection of the vehicle shall include an exami-
Ration of the vehicle and its parts to determine that the
identification numbers of the vehicle or its parts have not

een removed, falsified, altered, defaced, destroyed, or
tampered with, that all information contained in the appli-
Cation for a certificate of title is true and correct, and that
there are no indications that the vehicle or any of its parts
have been stolen. :
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(¢) The Secretary of State shall, by rule or regulation,
carry out and implement the provisions contained in this
Section. v

(d) All fees received by the Secretary of State from the
inspection of vehicles under this Section shall be applied
towards the maintenance of the vehicle inspection program
and the personnel costs required for the operation of such
program. ’ :

Added by P.A. 83-1473,°§ 1, eff. Jan. 1,-1985.
ARTICLE 1V.. ORIGINAL AND RENEWAL

OF REGISTRATION
3-400. Definition

§ 3-400. Definition. Notwithstanding the definition
set forth in Chapter 1 of this Act,! for the purposes.of this
Article, the following words shall have the meaning as-

-eribed to them as follows: S

“Apportionable Fee” means any periodic recurring fee
required for licensing or registering vehicles, such as, but
not- limited to, registration fees, license or weight fees.

“Apportionable Vehicle” means any vehicle in a fleet
which is used for the transportation of persons for hire or
the transportation of property and which has a gross
vehicle weight in excess of 26,000 pounds; or has three or
more axles regardless of weight; or is used in combination
when the weight of such combination exceeds 26,000
pounds gross vehicle weight. Vehicles, or combinations
having a