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1. INTRODUCTION:
1. The Context of this Memorandum

The purpose of this memorandum is to provide a possible discussion guide for the
February meeting of the drafting group, | have attemptsd through the memeorandum to
display the range of issues that might be addressed in a convention dealing with certain
types of international security interests in mobiia eqwmsnt

! have. Included "draftad" provisions which reflect the tentative conclusions ! have
reached In the light of the discussion that occurred at the March 1883 meeting of the
Workmg Group. Where appropriate, | have included altemative suggestions that reflect
the opinion of a signiﬂcant minority of the members of the Working Gmup These draft
provislons do not represent an attempt on my part to record or to put-in legislative form
the conclusions of the Working Group or to anticipate the final form of the convention.
Their principal role is to take the analysis beyond generalities.

2. The Approach: A Substantive Law Convention

in a short memorandum which | presented to the March 1993 meeting | noted that there
are two possible approaches 10 an international convention on security interests in
moveable property. One Is 1o create an international code that would provide for a
complete regulatory regime for international security agreements providing for security
interests in mobile equipment. The other Is to create a systam of international law



designed to provide for interjurisdictional recognition of "security interasts” in mobile
equipmant creatad under municipal law that maet specified oriteﬁa.

The first apprcach was tha one most favoured by the members of the WGrkIng Group at
the March 1993 meeting. While this approach does not preciude the use of choice of iaw
rules for certain matters, it does not defer to municipal law where basic conceptual and
structural matters are involved. Of necassity, it involves a much more complete, almost
sel-contained, legal regime. Indeed, as is clear from what is set out below, what is
required s somsthing very close to the type of statutory code that is found In North
American jurisdictions that have modern, consolidated personal property security law.

il. SCOPE
1. Who Can beneflt from the Conventlon?

An important matter that was not discussed at the March 1893 meeting of the Working
Group was whether the benefits of the convention are ic be made avallable only to
persons domiciled in convention States or whather they should be available to any person
with a security intarast in mobile equipment of the kind described in the convention. It is
my view that the convention should be given as broad a scope as is cnnsistent with the
effective implementation of its provisions.

.The raison d étre of the convention is to provide an international regime that would
-eliminate the more significant legal risks associated with financing on the security of
“mobile equipment. Central features of the convention would be a set of priority rulss, an
accompanying international registry for security interest and, possibly, a set of basic rules
dealing with inter partes enforcement. There is no necessary connection between these
-aspects of the regime and the domicile of the secured party or the debtor. Ultimately,
what is important to a secured party is the power, in the event of default by the debtor,
o seize the collateral in priority 1o some other claimant to it. All that is required in this
-context is that the equipment be physically located in a State that recognizes the priority
status given to a secured party and the right of the secured parly to enforce its security
interast. This being the case, the factor that defines this aspect of the scope of the
convention would be the presence of the equ}pment at the time of enforcement of the
security interest against third parties or the debtor in a State that is parly the convenhon
or that otherwise recognizes convention faw as the applicabls law. \

2, Defining St:ope
-'Elsewhere in- tha paper, 1 suggast that the conventnon should prowde for the passlbzhty

that the parties to-a security agreement may want to ignore the otherwise applicable law
and assume that the only relevant applicable law is the convention. If this approach were
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to be adapted the canvantion would apply to any secunty agraement that meets the -

requirements of the convention with the result that a registration statement relating any

security interest in mobile squipment could be registered in the intemational registry
established under the convention. Howaver, meraly because a security agreement falls
within the $cope of the ‘convantion in that It provides for.a securlty interest In mobile
equipment, it does not follow that the rights arising under.the agreement or third party -
rights acquired in the mobile equlpment after the security Interast arises are affected by
the convention. All that it means is that there Is a potential that prionity disputes invoiving
the collateral-or enforcement of the security interest against the dabtor will be regulated
by the convention rules. This potential will be realized only If the conditions set for the
application of the convention to pnority disputes or enforcement of the security agreement
have been met

Article
This convention appliss to & secur!ty agresmesnt pmvidlng for & mumy Jm‘aros!‘
In mobile equipment. |

3. Types of Movables: "Moblle Equipment®

There appeared to be general agreemsnt among the members of the Working Grup that
the proposed convention would apply to "mobile equipment”. There was also agreement -
as to the approach to be used in determining what constltuted "equipment”. The term
“equipment” would be used, as it is used in North American personal property security
law, t0 mean goods used by the debtor principally in & trade or business but would not
include goods held for resale. ' This would exclude goods of any kind held by the debior
as inventory or used by the debtor as consumer goods. Under this approach, it would not
matter what the goods were in the hands of the selier (In the case of a secured
instalment sale); they may be inventory, equipment and, possibly, consumer goods What
maﬂars is the use to which the debtor makes of them. :

One obvious difficulty with this approach is that it would exclude certain typses of high
value goods that are held by the debtor as consumer goods. Obvious examples would |
be large pleasure boats and aircraft used principally for nen-business purposes. it would
be necessary to supplement this test {as tentatively proposed below) if these items were
to be included in the conventten

Another difficulty endemic to this approach is that a change in use of the movables by the
debtor after the security Interest comes into existence will not ba apparent to third partles



~who must make the.decision whether or not to conduct a search at the International
. Registry. Under the North American lagislation, characterization-of goods is made at the

. date the security interest Is created. A subsequent change In use of the goods by the
debtor from inventory to equipment or from consumer goods to equipment does not
impose on the secured party new obligations to comply with registration requirements
otherwise applicable to goods used by the debtor for a diffarent purpose. Unless a post-
creation change In the use of the goods by the debtor is to be treated as invoking or
excluding further application of the convention, it will be necessary to accept that the
characterization of the goods at the date of creation of the security interest is all that is
relevant. This puts third parties who.want to be assured that all prior security interests
-are disclosed in the position of having to obtain a search resuk from the-International
Registry and having to take whatever measure available under the otherwise applicable
law to protect themselves when taking interest in goods that might have been equipment
at some earlier time.

- Thare.are at least three possible approaches to the determmatmn as fo which kinds of
"mobile equipment” the convention should apply:

A Mobility Test. One approach is to focus on "mobility” as a defining factor. Under this
approach, mobility is determined, not on the basis of what has happensd to a particular
item of equipment, but on the basls of what generally happens to equipment of this kind.
Consequently, the Convention would apply to "equipment™ of a kind that is "generaily
taken by users from one State to another”.

A diﬁacuhy with lhis approach is that it may be too broad Wsthout qualif;cation, it would
include "small value” items held by debtors as "equipment” {as defined above) such as
automobiles, small trucks (lorries), small boats ang construction equipment of relatively
small value owned by business enterprises. |t would not be practical or politically
acceptable to expsct secured parties taking security interasts in this type of collateral or
buyers of it to be aware of the existence of and the need to comply with the requzrements
of the Internationa! Registry. This difficulty might. be addressed by including in the
convention a restrictive definition of mobllity and a schedule of specified kinds of excluded
goods (as proposed below). It might also be addressed through a special priority rule that
would protect buyers of small vaiue items. (Not proposed) A combination of these
measures may be requnred S - ' .

A Schadule An alternatwe approach isto spaclfy in genanc terms the kinds of equnpment
that can be collateral to which the convention would: appiy :

There is an cbvious difficulty with thzs approach. |t would be very diﬁicult o Iist ail of the
kinds of equipment that.should be within-the scope of the convantion. Any attempt.to use
broad descriptors -carrigs with it the. likelihood- of inappropriate application. of the'
convention to small value items.



A Via Media: Another approach would be to use a combination of the two above-noted
approaches. Under this approach, the convention would employ a restricted mobility test
supplemented by (i) a schedile of specific kinds of movables that otherwise do not fit into
the restricted mobility tast, (i} a schedule of high value consumer goods that would be
included in the convention and (iii) a schedule of goods that otherwise meet the test but
which for some reason (e.g., goods of low unit value or goods' such as sea-going vessels
subject to ancther international rengej gre not included in the canventzon

Set out'below is a definition of *Mobile: aquipment" that embodies this approach. The
definition contains a mobility test which, however, Is qualified by a general requirement
that the equipment be capable of self-propulsion. This qualification Is designed to limit the
scope of the definition to high value equipment. It is based on the assumption that, if the
squipment is capable of seif-propulsion, its value will ikkely be sufficiently high to justify
having security Interests in it brought within the scope of the convention. However, it
must be recognized that there are kinds of equipment that are of high value but which are
not capable of self-propulsion. These kinds would be enumerated in generic terms.

The definition accommodates the suggestion that the convention should apply as well to
specified kinds of high valus consumer goods Hara again, the kmds of goods would be
- enumerated in generic terms _

o Arﬂale
- "Moblls Equlpmant" ' "

(a) means goods, and accessories a!tached to goods, used by the debior
principally In & trade or business, other than goods held for resale, which are
of & kind generslly taken from one State to another State for use in the ather
State end which are

() capable of sofr{propullsféﬁ;__ar -

{H) one of the following:
¢ shipping container,

-« oll or natural gas driliing oqufpmsm
« rallway reilfng stack s

‘ll{l. any

(appmpnate add:tions to the Iist)

- {B) and includes'

«an alrcraft, ' C .
+ @ vessel having a displacement In excass of__ tons, but not
greater than _____ tons,



-appropriate additions to the list)
used by the debtor principally for nm-buélness purposes,

{¢) but does not include: |
«an automobile, - |
«g truck {lorry) having a gross vehicie welght of less than
pounds, '

& vesssl having e displacement of more than _ tons,

.l Lot i/ ] . .

(appropriate additions to the list)

4. Cotlateral Other Than "Mobile Equipment”
-intangibles

During the deliberations of the Study Group the suggestion was put forward that the
convention might apply to certain types of intangible interests such as accounts. However,
since the matter was not pursued, | have not addressed in any destall the implications of
the suggestion. A pre-condition to any attempt to bring accounts within the scope of the
convention would be steps to determine whether or not there Is. any need for an
international legal regime 10 regulate successive assignments of accounts.

-Proceeds
Thera was mentlon of the concept of proceeds at the March 1893 mesting of the Working
Group; howaver, the matter was not discussed in any detail.

it has been recognized in North American jurisdictions that a legal regime which reguiates
only security interests in original coliateralls inadeguate. What s required is a regime that
recognizes that a security Interest in origina! coliateral carries over to (continues in)
property received by the deblor as a result of the disposition of the original collateral.
Recognition of security interests in proceetis is of primary significance in the context of
security interest In inventory since, of necessity, the sacurity agresment providing for the
security interest (or the applicable statutory rules) expressly or impliedly gives power to
the debtor to sell the Inventory collateral in the ordinary course of business. However,
North Ametican personal property security legislation does not limit the concept of
proceeds 1o property recaived from tha: sale of inventory; it applies as well to property
received from the sale of equipment {and consumer goads).



There are two reasons why no attempt should be made to import into thé convention the
North American approach to proceeds. One of these Is that there is not the same nheed
- o have an elaborate regime for protacting intetests in proceeds whero the coliateral
involved is’ not inventory.‘Most types of equipment subject to a registered convention
security interest will be of a very substantial nature with result that, in most cases, the
* - secured party will be able'to recover it from a third party to whom it has been transferred.

' The second reason’is that' any attempt to' provide in the convention a sophisticated
regime for security Interests in proceeds would necessitate having to develop an
elaborate set of priority. rules to deal with competing interests in all types of proceeds
property including goods other than equipment, intangibles and negotiable property such
~ as money and shares. Howaver, the concept of an automatic security statute-created
- security interést'in proceeds shoukd not be ‘entirely dismissed since. proceeds can be
important to equipment financers in sore §ituations.

There is-an alternative apprdach that emboiies a limited recognition of the concept of
proceeds without the- heed'to &eal With ‘difficult: priority issues. Under this’ approach a
security interest in "proceeds™ otfiér than mobile equipmant would automatically be
created by the convention but its recognition would depend upon finding a similar type of
interest under the applicable law.. The.convention security interest in proceeds would be
analogized to equivalent security interests (if any) under the applicable law (assuming this
is the law of a convention State) andwolild be subject o the registration and priority fules
of that law. For example, if equipment subject to a registered convention security interest
s sold by the debtor on account without the consent of the secured party and, for some
reason, cannot be seized by the ‘Sacured party, the secured party would have a
convention proceeds security interest in the account owing by the buyer (account debtor)
" which would be enforceable by the securad party. Howaver, if the seller of the equipment
(the original debtor) has ‘assigned the account to someons else, the priority position of
“the secured party wis-#-visthe competing assignes would be determined according to (for
:exampia) the Iaw of the place where the acoount debtor resides.

- Whils it wbufd be possibte to set out in the convention choice of law rulas for determmmg
" the-applicabie law, it might be difficult to get agreement as to what these rules would be.
Perhaps the matter is best left to the forum court.

" This approach provides only: limited protectien for security interests In proceeds. Only if
' the applicable law is that of & convention State that recognizes security interests in
personal property in the form the proceads will the convention proceeds sacur!ty interest
~ be enfotoeable. Further, if the secured party is to have priority over competing interests
" in the proc¢eeds: col!aterai it must camp!y with the perfactlon (registraﬂon) requirements
uf the apphca.ble Iaw - K




Article__ -‘ | ,
"Proceeds" means: =
(a) moveabie property derived from any deailng with the moblie equipmem
~ or proceeds of it and in which the debior acquires an intersst,

~ (b) aright to an insuréncs payment or any other payment as Indemnity br
compenssilon for loss of, or damage to, the mobile equlpment or procaeds
of the mobile equipmeni. .

'Anfcle I
{1 Articles {registration and priority rules) do not app!y to & securiry

‘Interest In proceads, other than mobile equipment.

(2 } A securlly interest In proceeds, other than moblie eguipment, Is {reated as a
corresponding kind of securily interest under the applicable law and, except as
‘_provlda in this canvent!on, Is governed by the appllcabia faw.,

See also the definition of "sai:urity interest,” infra. -

5. The "Debtor" and the "Obligation Secured™

There was ‘general’ support at the March 1993 mesting of tha Wonking Group for the
suggestion that thera be no restrictions on the types obligations secured by a convention
security interest. North American personal properly security legislation provides for
securing nor-monetary obligations; however, this aspect of the legisiation has received
liftle attention and gives rise to some difficult Issues. [ For example, can a buyer take a
security interest in specific goods to be supplied by the seller and use the enforcement
system to obtain specific enforcement of the cantract of saie by seizure of the goods from

the seller?]

An issue that was briefly discussed at the March 1983 meeting of the Working Group was
whether or not a convention security interest should secure obllgations of the debtor (or
a third party) arising after the security agreement is executed. Future advances under an
instalment loan arrangement or costs incurred by the secured party on behalf of the
debtor (s.g. the payment of unpaid insurance premiums on the equipment) would fall
within this category. There was support in the Working Group for the position that a
convention security interest should be broad enough fo secure future obligations of the
kind specified in the security agreement (and, possibly, the registration statement
registered in the International Registry). | have addressed this matter more fully beiow in



the poman of the paper dealing with priorities since It Is In thls context that issues
assoma{ed withi future advances will afise. |

There was support at the March maetmg of the Work Group for the view that the
converttion should recoghize that'a securlty interest can be taken to secure a third party
debt. “In practica a two debtor situation is likbly 16 arise where ong‘person gives a
secunty interest in its equipment o secure a debt owing by the somecne else to the
secured party. In effect, there are two debtors: one debtor who owns the equipment but
who may be secondarily liable 1o the securad party only to the value of thie’ ‘collateral; and
one debtor who does not own the equipment, but who Is the pnncipaif debtor. A-two
dabtcr snuation may arise as well where a person gives an unsadured:guarantee of the
debt of another person who has gwen a secuﬁty interest in its-equipment. Unless there
is support for extending the converition to- Include provisions dealing with. the: debt
obligation simpliciter, there is no- need to be concerned about "debtnrs who do not own
equupment that is subject o a seourity imerest :

it ss my view that the ccnvention should treat both natural and artificial parsons as
'“dabtors 2

"Dabtor" means.

(@) a person who as principal debtor or as & surery owes payment of performanoe
of an obligation secured and who has r!gm in fowns) the equmem sublect to tha
_ securtiy Inremst, and

[(b) & lessse under a securlty lease].

6. A "Securlty lmar&st“
A conceptuai deﬁnition of “securlty agresment” and "security lnterest"

The Working Group concluded that "security interest” should be defined in funct:ana!
terms, thus avoiding the problems created by differing conceptions among national legal
systams of what constitutes a security interest. Under this approach, it does not matter
that the security interest would not be recognized as valid under the law of the situs of
_tha equipment the State of residence of either of the parties to the agreement or-of a
third party. who acquires an interest in the collateral. if the interest falls within the
‘convention definition, conventlon States would recogmze its vahdlty in the contexf of the
‘conventuen regime '



- There was general agreement among the members of the Working Group that the
concept of a convention security interest shouid be confined 1o ‘interests createéd by
agreement between a secured party (lender or ssller) and a debtor (borrower or buyer).
There was also agreemsnt that the concept would encompass title-retention agreements
where the commercial purpose for the seliers rétention of title is to secure payment of
the purchase price of the equipment and related obhgatiens arlsmg under the sales
dgreement.

Later In this memornadum | descﬂbe two scenarios 1o which the cbnvention wou-ld apply.
The first is one in which a security interest arising under the municipal law {but at the
sama time meeting the requiraments of the convention) is taken in mobile equipment and,
thereafter, an international element is introduced that invokes the convention regime. For
- the purposas of situations arising in jurisdictions other than the states of the United States
and most Canadian provinces, it can be assumed that the municipa! law will be the /ex
situs of the mobile equipment when the security interast comes into existence, since this
is the law that courts in most States of the workd would apply. This scenario reflects the
majority view of the membaer of the Working Group that, in order for the convention
priofity and enforcement rules to apply, there must be a supservening internationa!
element. The convention rules would not apply to purely domestic matters arising in the
context of security interests in mobile eguipmaent.

Under this approach the supervening international event may give additional (or,
perhaps, diminished) scope and characteristics to the security interest arising under the
‘original Jex situs. Accordingly, the fact that the Jex situs of the equipment when the
security interest comes into existence does not give to the security intergst atiributes such
as scope to secured future obligations of the debtor or to aitach to after-acquired
squipment or does not recognize an automatic security interest in proceeds, has no effect
on the operation of the convention to the extent that it gives these attributes.

Some of the attributes that are offered by the convention are matters of contract between
the secured party and the debior. This being the case, a security agreement drawn solely
in the context of the law of the s/tus of the equipment at the date the security interest
arose may not be adequate t¢ invoke thess attributes. A secured party wishing to have
the full benefits of the convention must be aware of the need to have an propetly drawn
security agresment.

_-Securlty lnterests in Aﬁer-acqu!rad Equlpmant

‘Support was’ expressad at tha March 1993 mesting of the Werking Group for the
‘suggesticn that a convention security interest be viewed as "attaching” 1o after-acquired
equipment (i.e., equipment in which the debtor obtains rights ( or ownership) after the
security agreement is executed). Under this approach, a security agreement could be
drafted so as to provide for a security interest in ali equipment (of specified kinds)

10



racquired by the dabtor duri ihe tife af the agreemant. .| have addressed this matter .
more fully below in the portion of the paper daaling with'priorities since it is. in this context ...
that issues associated with security interests in after-acquired property will arise.

: Secwmmsas

Sevaral mambars of the Working Group recognized the practieal probiern of. havmg the
convention apply only to security’ agreemants formally identified-as such when, in very
many cases, the purchase prica of_mobife eguipment is financed under so-called ..
equipment leases. These members suggestad that it would be desirable ( or, perhaps,. -
necessary} to extent the dafinition to include transactions, such as leases of movables,
that-are functionally, although not. concaptualiy, security agreements. The problem of
characienzmg equipment leases as true leases or security agresments has beena very -
difficult one jn most North American jurisdictions. It has resulted in a-great deal of ..
litigation and considerable confusion. This should bé avoided in the context of the ..
convention. s ' : - :

While further study of the matter is required, it is my view that the problem cannot be
ignored. if it is not addressed diractly In the convention, the efficacy of the convention
wouid be reduced to the point that it would not be attractive to many States. If equipment
buyers and financers are told that the registry and priority rules of the convention are not
available to a wide range of de facto financing transactions in the form of equipment .
leases, they are likely to have little interest in supporting implemantation of the convention

in their States. Further, there would be considerable uncertainty and unevenness in the

application:of the convention among States that do implement the convention. Courts in-
some States may take a formalistic approach and refuse to go beyond the labels that the

parties put on their agresments, while courts in other States may apply a "substance"

or "functional” test and conclude that transactions labellsd “leases" by the parties are in

substance or are functionally security agreements falling within the convention,

In order to avold these problems, it wiil be necessary to bring financing leases within the
scope of the convention. There are two approachas from: which to choose. One
approach is to make it ¢clear that the substance test of “securlty interest” is intended o
include security agreements in the form of leases. The other approach is to include in the
definition-of "security interest” a set of quite specific tests for determining what types of
"leases" fall within the convention. The: first approach is more flexible, but resuits in.
considerable uncentainty and unevenness of application. For this reason, | prefer the
second: approach, While, of necessity there will be an element of arbitrariness in this
approach in that.some transamlons that are functionally security devices are left out, the
certainty that its gives i the greater good See Altematwe 1, mfra oo

it is clear from comments made by some members of the WOrkmg Group at the March
1993 meeting that extensien of the convention to include security leases that are viewed

11



“in 'some states as true leases might not be acceptable. It will be important to explore this
issue further to determine the basis for the objau:cn There are two poss!ble approachas
that might be explered. _

if some States find it cbjectionable to treat these types of security leases as security
agreements for alfl purposes, they might be prepared to have them treated as security
agreements only for the purposes of registration and priorities but not for the purposes
of regulating rights inter partes. (This would be a variation on the approach used in
several Canadian provinces under which all laases for a term of more than one years are
brought within the conflict of laws, perfection and priority rules of the Personal Property
Ssecurity Acts.) This approach is set out below as Alternatuve 2 |

Alternatively, these States might be prepared to have specifisd types of isases that have
the same function as sacurity agreemsnis brought within the perfection and priority
provisions of the convention if these transactions are not .identified as security
agreements, but as registerable leases. The effect of this approach is no ditferent than
that of Alternative 2; however, the cosmetics are very different. This approach is set out
below as Alternative 3

Altsrnative 1. ' '
"Security Agreemenit" means an agrsemam that provides for a securﬂy intorest"
and includes a me loese.

"Security interest" ' '
{a) means an in rem Interest In moblle oqufpmem and pmceeds that secures
paymmt or psﬂormnw of an obligation

and Includes

{b) the interest of a seller who has retalned thle to or an interest in moveable
properly to securs the purchase prfce of the property, _

(¢} the Interast of a lessor under sacumy lease,
but does not inciude a lien, charge or interest arising other than by agreement.
"Securlly Lease” means an agreement, however labslled, whatever the partles are

celled and without regard to whether or not iitls to the equipment transfers under
the agreement from one party to the other which

12



(a) pro vides that rhe perscn Idem!ﬂed as lesses is requirad ra purchase the
equipment or Is required to renew the agreement for ons or more terms that
in total amount to all or substantlally all of the remaining economic llfe of rhe

equipment,

(b} provides for automatic vesﬂng of title in the persan Identitied as lesses
upon payment of all or a specified number of periodic payments,

(c) provides, other than fhrough negotiated extanslons of the agresment, for
a8 right to possession by the person identifled as lessse for all or
substantial!y all of the remaining sconomic life of the squlpmem

{d) pmvm that the person Identified as lessee Is eniitled 1o purchase the
equipment for a price set af the date of the agresment or under a formula in
the-agreement that Is substantially below the market vaiue of the equipment
at the date the right to purchase Is exerclssed; but a leass Is not a sscurlty
fease mereiy because the lessee Is given a right to purchase the equipment,

(e) provides. that the.person identified as lessee Is entliied to renew or

extend.a right to pessession of the equipment for a price set at the date of

- the agreement or under a formula In the agreement that Is substantially

below the market rental cost of the aqulpmnt &at the date the rlghr fo renew
or extend the lease Is exerclsed. .

Aftematlve 2

“Security Agreement” means an agreement that pravldes fora “seourity interest "
and, excapl for the purposes of Articles {provisions dealing with. mter partes
rights on default by the debtor) Includes a security lease.

"Securlly Interest"
(8) means an In rem Interest In moblle equiprment and procseds that secures

paymanr or parformanae of an 9bligaﬂon
and Includes " o |

P {b) the iﬂforest of& seller who has retained tifle to or an intaresr in moveabte
- property to secure the pwch&sa price of the proparty

'(c) except for the purpases of Ar?lcles (provis:ons dealing with inter
paries nights on default by the debtor) the Interest of a lessor under securlty

lease,

13



but ﬁm not ine,!uds a llsn,. ehergq otjp!ereet ar;slng ofbsr ﬂ:an by agmmant.

"Secumy Laase " means &n sgresment however iabaiisd whatever the partles are
calied and without regard {o whether or not title to the equlpmnr fransfers under
the agreement from one parly to the other whlch : ,

(&) providas that the person idantlﬁad as lossee ls mqulred fo purahasa the
equlpment or is required to renew the agreement for one or more terms that
in total amount to all or substantiaily ail'of the mmalnlng economic Iife of the
aquiprment, ,

{b) provides for automatic vesting of title in the persen identified as lessoe
upon payment ofaliora speamod number of periodic paymenis,

(¢} provides, other than through nagatlm extensions of the agresment, for
@ right to possession by the person Identifled as lessee for all or
subsfanﬂaﬂy all of the remalning economic life of the equipment,

(- prowdes that the person Identifled as lessse Is entitled to purchase the
equipment for a price set at the date of the agresment or under a formula In
the agreement that Is substantially below the market value of the equipment
&t the date the right to purchase Is exercised; but a lease Is not & security
lease merely because the lessee Is given a right to purchase the squipment,

(e} provides that the person ldentifled as lessee is entitled 10 renew or
extend a right to possession of the squipment for a price set af the date of
~ the agresment or under & formula In the agreement that Is substantlally
below the market rental cost of the squlpmant at the dafe the right to mnew
or extend the lease Is exerclsed o

Alternative 3 S -
"Security Agreement” means an agreement that provides for & "secw!ty__[nferes!. *

“Sscurlty Interest” means an Interest In moveable propsrty that secures payment
or performance of en obligation, and includes the interest of a seller who has
refained title to or an Interest In moveable property to secure the purchase price
of the property, but doss not include a lien, charga or lmaresr arls!ng orher than
by agreament. , _
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Articles_____"(registration and prionity nules) apply to & lease of mobile equipment
which o U

{a) provides that the lesses Is ‘required to purchase the equipment or Is
" “required to renew the agresment for one or more terms that In fotal amount
to all or substantiaily all of the remaining economiv life of the equipment,

(b} provides for automatic vesting of title m lesses upon paymant of aifora
specified’ number nf parlodlc paymts,

(c) provldes, oiher ihan through mgaﬂated extensions of the agresmam‘ ior
a right to possession by the lessee for gil or substentially all of the
remaining acanamlc fife of the aquipment

(d) provides that the lessee Is entitled to purchase me equlpmnt far a price
. set at the date of the agreoment or under a formula In the agreement that Is

substantially below the market valua af the equipment at the date ma right

to. purchasa is oxercised, ; ,

(&) provides that the lessee is cnmled fe rensw or extend a rfght fo
- possession of the equipment for a price set af the date of the agresrent or
-under a formula In the agreement that Is'substantially below the market

rental cost of the aqu!pment at the data the right to renew or exrand the
lease Is exerctsed

i. THE SECUFHTY AGREEMENT

Thera appears to have been generai graement at the March 1993 mestmg of the
Working Group that the convention should specify minimum requirements for a security
agreement providing for a security interest in mobile equipment. Given the approach that
is suggested elsewhere in this memorandum, a security agreement may be in'a form
dictated by the applicable: faw (lex situs at date of execution or the iaw of the debtor's
location) so'long as the additional requiremants (if any) of the convention are met; or it
may be- atruly internationat securlty agreement deslgned to comply with the convention
wuthout regard to whathar or na% ft is adequata to meet the requiraments of municrpat law.

Thera appeared tc be general agreament that tha oonventnon should require a written
agreement containing:

(i) identification of the parties,

(if} a charging clause (which could be a title retention clause, a titie transfer clalise or any
other indication that the parties intend to create a security interest),
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(lif) & description- of the collateral sufficient.to enabls it to be identified, and
(iv) the signature of the debtor.

Given the growing use of electronic communication in intemetional business transactions,
it will be necessary to accept other than the-traditional forms of written agreemer:ts and
signatures on agreemants, .

1f the transaction ig initlally a domaestic ﬂnanc!ng agreement, coniract formalities of the
applicable law must be met if the agreement is to be enforceable in that jurisdiction.
When, however, the parties are not concerned with municipal law because the equipment
is to be moved immediately to and kept in other States, . there is no need to mest
-municipal law reguirements. S . ‘

There was no discussion among the members of the Working Group as to the
consequences of failure to meet the writing requirements of the convention. There Is
precedent for two quite different approaches. One is to treat the agreement as being
totally unsnforceable. This is the approach contained in Article 9 of the Amarican Uniform
Commercial Code. The other approach is that contalned in the Canadlan Personal
Property Security Acis which provide that non-compliance with statutory writing
requirements results in a secutity agreement being unenforceable against third parties but
remaining enforceable inter partes. The choice between the two approach Is dictated by
the policy basis for requiring any form of written agresment. The Article 9 approach
refiects the thinking that induced the Statute of Frauds. A written record Is necessary to
deal with problems of proof between the parties as to the terms of the agreement
bstween them. The Canadian approach is designed to limit the possibilities for using last
minute, sham security agreements designed to defraud other claimants (particularly
execution creditors and the trustes In bankruptcy). Set out below are two versions of an
article dealing with writing requirements. One embodies the Canadian approach, while the
other embodies the US approach. Both versions may have to be modifed to
accommodate the. position ultimately taken with respect to the application of the
convantmntosewrity leases. : . _ e

it will be very d:fﬁcuit for the parues ta a seeunty agreement to predict at the date of the
agreement what form proceeds might take. - Indeed, most agreements will prohlbit sale
of the equipment by the debior and, consequently, no thought will be given to the form
that proceeds will take should this term of the agresment be viclated. This being the
case, it would make little sense for the convention to require that proceeds collateral be
described in the security agreement (or the registraﬂon statement, except where the
proceeds are mobile equipmant). if the issue is enforcement of the security interest
against a person not pany to the agreement {i.e., a priority issue), the applicable law
would stipulate any writing requirements. ,

A very.lively debate developed at the March 1993 meeting of the Working Group
conceming the relevance of registration in the Intemnational Registry as a formality in the
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creation of a security agresment. - The difference in approach reflected the different lagal

-traditions. Civil law experts in the Group took the view that registration should be an
aspect of creation of the agreement equivalent to notarizing an agreemarit for the transfer
of land under civil law. Common law exparts took the position that registration should not
have any inter partes significance; it should reiate only to the Issue of priorities.

It is my view that the common law approach should be embodied in the convention, The
priority structure set out below (and, presumably, any priority structure that functions
properly) draws a distinction between those security interests that are registered and
those that are not. However, security interest that are not registersd should still be within
the legal regime creating the priority structure. it would nullify a significant aspect of the
priority system to accept that non-registration takes a security interest out of the
convention and, consequently, out of its priority structure. The purpose of the convention
is to give legal certainty to secured financing on the security of mobiie equipment. it doss
not-serve this function to acoept that a secured party, simply by failing to register its
securnity interest, can essentially opt out of the convention and have convention States
recognize that some other priority regime governs the priority of its securily interest.

- Alternative 1:

Article
(1) A saeurity interest is only enforceabfa against & porson other than a party to the
securlty agreement creating It when the debtor has signed an agresment that
provides for the securlly intersst and that contalns a description of the equlpmsnt
sub}acf to the sacumy Interost. -

(2) A sacur!ty intmst in procesds Is snfombie whethar or not the securlty
agreemant contafns a dsserlptlon of the procesds. ‘

(3} Far the purposes of this Article, a securltly agreement and !ha sfgnarure af the
debtor may be in any form, Including electronic repressniation, thet Is permliited
under the law where the agreement is executed or thai Is accepiable In
Intematlonsl financlng transacffons

Alternative 2:
[Artlcle ' ) o

(1) A sscurlty interest is omy anfamble when the debtor has signed an
agreement that provides for the securlty Interest and that contains a description
of the squipment subject to the securily Interest.

(2) A securily interest In proceeds Is enforceable whether or not the security
agreement contalns a description of the proceeds.
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(3) Forthe,  purposas of this Article, a seourity agreement and the signature of the
debtor may be In eny form, Including electronic repressniation, that is permitted
under the law whers the aymmmt s execytad or that is acceptabia in
international financing transactions. ] ' - AR -

IV THE TEST OF lNTERNATlQNALlTY :
1 The Approaches

Twe quﬁe separate approaches to internationaltty werg put forward by members of the
Working Group. One approach embodied the conclusion that the convention should apply
to all securlly Interests In "mobile equipment™ without regard to whether or not an
international element is involved. The effect of this approach would bs o create a
separate international regime for secured financing of all "mobile equipment” whether or
not the legal issues involved arose in an international or a purely domestic context.

The other approach was based on the conclusion that, while the convention should apply
ab initie, its priority rules (and accompanying registration requirements) and its rules for
enforcement against the debtor should come into play only when an international element
is involved. -Under this approach, the canvention would apply as soon as the security.
agreement is executed but only to the extent that the secured party would be-antitled to
effect a registration in the International Registry. Indeed, the security agreement might be
drawn $o0 as to ignore the municipal law of the situs of the equipment at the date the
agreement is executed. Howevar, untii the international element.comss into the. picture;,
the municipal law chosen under the appropna;ta choice of law rule (e.g:; /ox situs) would
govemn all priority and inter partes issues. As soon as the international element is
introduced; - the - coavention -tegistration requirements and priority rules and regime
regulating enforcement - rights inter parres would appiy and dlspiace the otherwise

applicable municipal law.

While no vote was faken at the March 1883 meeting, there appeared to be significant
majority support for the second approach. This support was induced by the view that
there would be few States prepared to have an international legal regime govern secured
financing transactions that had no international element other than that they mvolve
mobile equ:pmant that is capab!e of bemg moved {rom one Sta:e to anothar
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2. invocation of the Convention

There are two basic situations to which the convantion would apply. The first is one in
which a security interest arising under the municipal law (but at the same time meeting
the requirements of the convention) is taken In mobile equipment and, thereafter, an
international element is introduced that invokes the appropriate convention rules. For the
purposes of sltuations arising in juriedictions othar than the states of the United States

- and most Canadian provinces, it can be assumed that the mun&cipal law will be the lex
' situs of the equipment when the secunity interest'comes into existence since this is the

_faw that courts in most States of the world would apply. The situation is quite different in
most common law jurisdictions of North America. Under Article 9 of the American Uniform
Commercial Code and the Canadian Personal Property Security Acts, the law applicable
to perfection of a secusity Interest In mobile equipment and te priority issues invoiving it
(and, in Canada at least, the validity of the security interest) is the law of the location of
the debtor at the date the security interest attaches and not the lex situs of the aguipment
at the data of a.ttachmant ! ,

The second srtuaﬂon to whuch the conventlon would apply is one in which, for some’
reason, the parties decide to ignore (or treat as a quite separate matter) the requirements
of the lex situs of the equipment (or, in a North American context, the location of the
debtor) at the date the. security agreement is executed, and design the security
agreemaent so as to comply only with convention requirements. This would be done, for
example, where the /ex situs does not recognize & non-possessory security interest in
squipment or where it is clear that tha equ!pment will be moved immediately to a

N indeed, the approach ernpfoyed by North American jurisdictions eliminates, at least :
among those jurisdictions, the need for the convention. The law of the location of-the
debtor provides a commonly accepted alternative to an international regime of priority
rules and an international registry. At the March 1993 meeting of the Working Group, the
North American approach was put forward as one which could bs basis for the
convention; however, the group opted for a substantive code of international personal
property security iaw. It is very unlkely that North American jurisdictions would be -
prepared to abandon, at least as between themselves, the law of the location of the
debtor in favour of the convention as the law applicable to perfection and priority of
security interests In mobile equipment. On the other hand, there appears to be.
cansiderable interest in North -American in having a workable international regime
appiicable in other contexis. 'This being the case, the convention will have to
- accommodate the North America peculiarities and North American legisiators can be
- expected to accept the convention approach where the issue is priority of compating
interests, one or more of which arose in a State that does not recognize or epply the
North American choice of law rule or where enforcement of a secutity interest is sought
in such a State.
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~ convention State {again, in a North American context, to a convention State cutside. Norih
~Amarica). : _

3. The Internationat Factors =

A number ot posslble mternaﬁonal tactors that invoke aspacts of the ‘convantion were.
suggested. at the March 1883 meeting of the Working Group. In addition, .it was

recognized that there may be different intefnationa! factors depending upon whether the .
legal issus involved was one of pﬂoﬁﬂas or slmply enforcement of the securrty agreement-a
against the debtor. A .

' -lnvoeation of Convmtlon Prlority Rules»

There was s:gmhcant support among Workmg Group rnarnbers fer the positlon that thei

convention rules applicabie to priority disputes would be Invoked upon the coincidencs
of two events: (1) mobile squipment subject to a security interest arising under applicable
law or created in. compliance with the convention requiraments is taken from a State to
a convention State, and (2} a competmg imerast in the equipment arises in the second
State. _ .

The effect of applymg the eonvention in this contaxt is that the pnorlty ruies of the
conventmn and not those of the crigmaf or'new situs of the mobile equipment would
govern the priority conflict arising in the second State. Under this approach, it would not
matter whers the debtor and the competing parties are located when the subsequent
interest arose, how many third party interests arise, that the equipment has been taken
to several convention or non-convention States before being brought into a convention
Staje or that the equipment is brought back to the State where the equipment was
located when the secunty interest arose. However, the Working Group expressed the
view that the convention should not displace municipal law whire the Issues involved are’
seen as being completely. domestic In origin. Accordingly, it would matter that the
equipment did not acquire a new sifusin a convention State before the competing interest
arose or that the equipment is brought back fo the orlgmai situs (a eonvention Stete) and
the campetmg mterast arose there. o ‘ |

\ tf a ﬁnancar is uncenam asfo tha locatson of the equspmant in which # intends to take &
secunty intarest, (a problem that is not likely to arise whers purchasa money financing
is involved) it would draw its security. agresment so as ¢ comply with the convention and:
would immediately take the necessary steps to register its security interest as required
by the conventmn I this is done, the legal risk the financer faces are that another
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interest in the equipment arises bafors the equipment is moved to a convention State,?
or that the equipment is taken.back to the State where it was whan the security interest
was taken and another security interest was taken in that.State..In. either of these
situations priority can be lost to the competing interest as a rasult of failure to comply with
the requirements the situs pertai nmg to vaildity or perfectlon of the security interest.

The following scenarios demonstrata the. approach descnbed abovs

Scenario 1 '
SP1 (secured party) and D (debtor) enter into a security egreemem
providing for a securily interest in equipment which at the time of the
agresment is located in State A (whether.or not a convention State).
Thereatter the equipment is taken to State B, a convention State, and D
gives a security interest in it to SP2. D defaults under both segurity
agreements and both SP1 and SP2 compete for priority to the equipmaent.

The validity® of both security interests would be tested:against the requirements of the -
convention. It would not be important that one or both of the security interests were vafid
under the municipal taw of State A or State B.'Accordingly, it would not matter that the
type of security mterast that SM1 acquired would not be reoognizad under the law of

gither Stata

. -Scenanoe . .
- 8P1. (secured party) and D (debtor) anter ‘info a secunty agreement
providing for & secunty interest in. equipment which at the time of the
agreement is iocated in State A, (whether or not a convention State). While
the equipment is in State A, D gives a securlty interest in it to SP2.

Thereatter the equipment is taken to State B, a convention State, where it
is located when D defaults and both SP1 and SP2 compete for. prionty 1o

the equspment

The validity* of both security interests and their priority positions would be determined
under tha law of State A and not under the convention.

2 Of course addmanal risks wu! anse if the equipment is moved to a non—convention
State and the pnamy nssue arises in- that State. S o

3n this contex't vahdaty refers to the legal question as to whether or not a secunty
interest has been created. it does not refer to matters of contracting such as capacity to
contract and illegality {public order). i does, howaver, include formalities of contracting

as prascribed by the convention,

* See, supra, note 3.
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"Scenario 3: | - | :
" 8P1 (secured party) and D (debior) enter inlo a security agresment =

providing for a security interest in equipment which at the time of the
agresmant Is located in State A , & convention State. Thereafter the
equipment is taken to State B, not a convention State, and D gives a
security interest in it to SP2. The equipment is then taken to State C, a
convention State, and a security interast is given to'SP3. D defaults under

all three sscurity agreements and SP1, SP2 and SP3 compete for priority

to the equipment. o

The fact that State B is not a convention state and would address the creation and priority
status of SP1’s and SP2's security interests differently from the treatment they would
receive under the convention is of no significance. The courts of State C would apply the
convention Tules without regard 16 the validity and priority of SP1's or 8P2's secunty
interest under the law of State B. ' : :

As noted above, & modified approach will have to be adopted to address the special
North American choice of law rule. This approach might involve treating North American
jurisdictions {or, more accurately, those jurisdictions that look to the location of the debtor
~ as the source of law for security Interests in moblle equipment) as being a special legal
zone for the purposes of the operation of tha convention. Security interests taken in
equipment in this zone would continue to be governed by the North American choice of
law rule which ignores the location of the equipment. The creation of successiva interests
in the equipment in different jurisdictions within the zone would not result in the invocation .
of the convention regima. (in effect, the zone would be the situs of the equipment for
convention purposes). However, when squipment subject to a security interest is taken
from the zone to a convention Jurisdiction outside the zone and & competing: interest
arises, the convention would apply. Similarly, when equipment subject to a security
interest taken while the equipment is located In a convention State outside the zone is
brought into the zone, the convention would apply. This approach would necessitate
amendment to the conflict of laws rules of most North American Jurisdictions so as to limit
the effect of the location of the debtor choice of law rule to situations whers the
aquipment Is located in one of these jurisdictions or a State that is not party to the
convention. This should not be a difficult step 1o take since, as a practical matter, a court
in a jurisdiction that applies a lex situs rule to priority issues will not recognize the rulings
of a court which has applied the North American choice of law rule where at least one of
the competing interests arose in that jurisdiction. In other words, the North American
choice of law rule works only so long as the State where the equipment is located Is
prepared to racognize this as the appropriate rule. I suggest that few cours outside
North America would be prepared to do this.
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Except as otherwise provided In this convéntion, Part (registration and priority rules)
applies where a securlly Interest that arose. when the equipment was n a State Is
in competition with an Interest referred to In’ Articles (the articles that set out the -
priority rules) that arose after the equipment was moved 10 anothsr State which Is -
a contracting siate. ' a _ , :

This article doss not apply whers the private international law of both Siates
provides for the application of the law of the locatlon of the debtor as the law
applicable to perfection and priorities of Interests in moblie equipment.

-The‘-‘Bﬁie of NanaCtin\r'én-zﬁn.'Léw in the Priority Struct_i;ra '

it will very likely be necessary to address specifically the issue as 16 the extent to which
intérésts arising in non-contracting States are to be recognized when applying the
convention priority rules. Consider the following scenarios: :
Seenario 4. _ -
SP1 (secured party) enters into a security agreement with D (debtor)
providing for a securily interest in..equipment which at the time of the
agreement is located In State A {whether or not & convention State).
Thereafter the equipment is taken by D to State B, which is not a
convantion State, and sold by D to X . Under the law of State B, X gets
ownership free from SP1’s security interest (bacause State B does not -
racognize the type of interest held by SP1, because of the failure on the
part of SP1 to comply with B’s registration rules or because of the operation
- of the principle of en fait meubles, la possession vaut titre). X then takes
the equipment to State C, a convention State, and gives a security interest
in it to 8P2. Both D and X defaults under their respective security-
- -agresments and both SP1 and SP2 compete for priority to the equipment.
Assume that both SP1 and SP2 registered their security interests in the
International Registry shortly after execution of the security agreements.

- §P2 claims priority on the basis that SP1's security interest was cut-off as -
- & result of the operation of the law of State B. in response, SP1 argues
that the priority dispute should be addressed entirely within the context of
the rules of the convention (or, at least; without regard to interests arising
in State B). o \ .
It is my view that SP1 should prevall. If the convention is o be effective, it must give

assurance to sscured parties that their security interests cannot be efiminated simply
through a disposition of the equipment by the debtor in a State that is not party to the
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convention.® In any event, there is no commercial reason for giving priority to SP2 who -
could have discovered the existence of SP1's securlty interest through a search of the .
International Registry using the identification number of the squipment.® The doctrinal
basis for giving priority to SP1 is that, so far as the convention {aw Is concerned, the sale
by D to X does not affact SP1's secunty Interest since it was not authorized by SP1.” The
fact that the sale took place in a non-convention State does not affect the application of
the convention pnority tules. In other words, in this respect, the convantlon displaces the
lex situs. , - _

If SP1 failed to register its security interest with the result that under the priority rules of
the convention (set out beiow) X takes free from SP1's sacurity interest, SP2 would have
priority since SP1's security interest woukl have terminated on the sale of the equipment.
This would be so, whether or not the law of State B provides that X acquired its interest
free from SP1's security interest. Again, it is the convention law that governs and not the
law of State 'B.® In effect, the convention priority rules would be applied to interests
arising in State B even though State B is a not party t0 the convention. To this extent,
persons acquiring those interests are getting the benefit of the convention even though
they are domiciled in a non-convention State. This, however, is consistent with the
position taken earlier in this paper that the domicile of the persons acquiring rights under
the convention Is: not sigmfieant

A much more drﬁ"cuit issue arises In a sztuation whare two of the competing interests
arise when the equipment is in a cnniracting St_ate Consider the following scenarios:

Scenario 5:
SP1 (secured party) snters into.a securlty agreemant with D (dabtor)
prcwudmg for & seaurity_mtsras_t in equipment which, at the time of the

S Of course this assurance cannot be gsven it the forum court is that of & non-
contractmg State. o

® The scenario demonstmtes the vaiue of using equipmem ldenﬁficatson numbers
as reg:stration-search criteria.

7 By the same reasoning, if rathar than selling the equipment in State B to X, D gave
a security interest to SPX, the convention priority rulas would appty to detarmme the
priority status of all three secured pariies. .

® if the prior interest that is in competition with SPZ is other than a security interest
to which the convention applies, the private international law rules of State C (other than
the rules of the convention) would determine whether or not X has ownership of the
. equipment and, conseguently, whether thers is anything to which SP2‘s security interest
can attach.
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agreement, is located in State A , a convention State. Thereaiter, but before
the equipment is moved from State A, it is sold by D to X . Under the
municipal law of State A, X gets ownership free from SP1’s security interest
- {because State A does not recognize the type .of interest held by SP1,
-because of the failure on the part of SP1 fo comply with A’s registration
rules or because of the operation of the principle of en fait maubles, Ia
possession vaut titrs). X then takes the equipment to State B, a convention
State, and gives .a security interest in it fo SP2. Both D and. X defaults
- under their respective.security agreements and both SP1 and 8P2 compete
for priority to the equipment. Assume that both SP1 and SP2 registered
their security interests in the mtemaiionat registry shurtly after execut;on of
- the security agreements. '

This scenario differs from Scenario 4 in that x acquired its int's?est in State A which is a
convention State and the State in which the equipment was located when. SP1 took its
security interest. This difference does not permit a mechanical application of the approach
{hat was suggested for Scenario 4. Elsewhere in this memorandumi it is recognized that
_priority issues arising solely within a convention State should be left to the municipal law
©otthat State. I this principle is appliad hers, the conclusion must be:that the law.of State
A determines whether or not X- acquires the equipment free from SP1!s security Interest.
On the facts of the scenario, it did. The complicating factor is that the equipment was
moved to State B with the result that the international element that, in other contexts
invokes the convention, is present, What must be determined Is the interface between
these competing rules of application.

It is my view that SP2 should prevail. In other words, the law of State A must be left to
determine the rights of X since the sals to X occurred in that State. Consequently, SP1's
securily interest was lost under the law of State A with the result that SP2 gains prionty
over SP1 notwithstanding that SP1 registered first and its secunty interest could have
been discovered by SP2 through a search of the International Registry.

There is no via media here. In other words it is not acceptable to conclude that, as
between SP1 and X, the latter has priority because this is a matter that is purely domestic
to State A but to conclude that, as between SP1 and SP2, the convention applies. On the
surface a bifurcated approach might appear attractive as one that appears to permit the
appiication of both the law of State A and the convention. However, on closer analysis
it proves te be less than satisfactory. To give priority to SP1 over SP2 is to recognize that
‘ x is denied one important aspect of the ownership that it acquired under the law of State
A:.the right to charge the equipment. In effect, thus is a denial of the efficacy of the law

of State A.

The same principle properly applies in the following scenarios:
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Scenario 6: ' '
SP1 (secured party) enters into a secunty agreement wnth D (debtor)
providing for a security interest in equipment which, at the time of the
agreement, -is located in State A , a convention State.. Thereafter the
aquipment is-iaken by D to State. B where D gives a security interest to
SP2. State B is aliso a convention State, Under the municipal law of State
B, X gets ownership free from both SP1's .and SP2's security interest
(because State B does not recognize the type of interest held by SP1
and/or SP2, because of the failure on the part of SP1 and/or SP2to comply
with A's registration rules or because of the operation of the principle of en
fait meubles, la possession vaut titre). D then sells the equipment to X.
D defaults under its security agreements and both SP1 and SP2 claim the

~ right to enforce their security interests by seizure of the equipment from X,

" Assume that both 8P1 and SP2 registered their security interests in the. :

o Intemauonal Hegistry shonly aﬂer exacutson of the secumy agreemants

Consistent application of the approach suggssted above for Scenario § wcu!d lead to the
conclugion that SP1, but not 8P2 i entitied to seize the equipment from X. The priority
dispute involving SP2 angd X is putsly & matter of domestic concern since both interasts
arose when the equipment was in State B. Howaever, the dispute between SP1 and X is
goverried by the convention since. the relevant intérnational avent occurred between the
t:me SP1 s intarest arose and X’s interast arose. ‘

Scenano 7:
SP1 (secured parly) and D (debtor) enter intfo a secunty agreement
| providing for a security interast in equipment which at the: time of the
" agreement is located in State A, a convention. State. Thereafier the - -
~ equipment is taken to State B, a convention State; and D- gives a security
interest in It to SP2. The equipment is then moved back to State A and D
gives a security interest in # to' SP3. D defaults under all three security
agreements and SP1, SP2 and SP3 compete for priorty to the eguipment.
Assume that §P1, 8P2 and SP3 registered their security interests in the
b j lntematlonar Registry shertly after exacution uf the security agreements.

The priority compemions between SP'i and SF2 and between SP2 and SP3 would be
determined under the priority rules of the: convention. However the priority competition
bétween SP1 and SP2 would be determined under the law of State A. Accordingly, in
the context of this priority. dispute it would be necessary to determine whether or not the
security interests of both SP1 and SP3'are valid under the law of State A. However, in
the context of the SP1 v. SP2 priority dispute or the SP2 v. SP3 priority dispute It is not
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relevant that the type of security interest that the parties held were not be recognized
under the law of State A or State B S R L A T , R

Sceonario 8:
- SP1 (secured party)- and: D- (debtor) enter into @ security agreement
- providing: for-a security interest in equipment which at the time of the
agreement is located in State A (whether or not a convention Stats).
Thereaiter the equipment is taken to State B (a convention State) and D
© gives a'security interest In itto-SP2 and to SP3. D defaults under all three
- seeurity agreements and: SP1, SP2 and-SP3 compete for priprity to the

- equiptmert. |
The priority competitions between SP1 and SP2 would be determined under the priority
rules of the convention. However the priority competition between SP2 and SP3 would
be determined under the law of State B. Accordingly, In the context of this priority dispute
it would be necessaty to determine whether or not the security interests of both SP2 and
SP3 are valid under the law of State B. Howaver, In the context of the SP1 v. SP2 priority
dispute or the SPt v, SP3 priority dispute it is not Important that the type of securi
interests held by the parties wers not be recognized under the law of State A or State B.™

® Where two separate prionty syétams are applied in tandem itis quite pbssibia to end
up with-a;circuiar_rssuit. Ses the brief discussion of circular priorities in note 10, infra.

«. :. ** There is an argument 1o be mads for application of the ‘convention to all the priority
issues. that arise in this and. similar scenarios. Assume that SP1's security interest is
Tegistered in the International Registry after SP2's securlty. interest is taken but before
§P3's secusity interest is taken. Assume also that SP3's security interest has priority over
SP2's sacurity. interest because of fallure on the part of SP2 to comply with the law of B
dealing with perfection. In this situation, a circular priority problem arises: SP2 has priority
over SP1,.8P1 has priority over SP3 and SP3 has priority over SP2, ' N S

A-policy choice must always be made where there is potential for circular priorities.
Should an attempt be made to prevent them from occurring by changing the priarity
structure, or should the courts be handed the task of "bregking the circle™? The practical
reality. is.that it is likely impossible to design a set of priority rules that precludes all
possibilities. for-circular priorities particularly, where, as in Scenario 8, the circjarity
results. from applying two separate priority systams in tandem. As a general rulg, the
Canadian approach has been to attempt to. eliminate the potential for circular priority
problems only where the likelihood of their occurrence is high. '
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When applying the priority rules of this convention to a competition betwsen fwo
or more persons referrad to In Part _____ (the priority rules),

(8) no regard shall be had to the lsw of a State that is not parly to the
. conventlon when determining whether or not a debtor owned the equipment
or held the equipment free from a prior chargs,

(b) the priority rules of this conventlon shali be appfled subject to the law of
the State where the equipment was located when a sscurlly interest arose
fo the exient that thoss laws affoct the valldity and enforceablilly of the
securlty interest In relation to other inferssts arising when the equipment Is
located In that State. This provisions applles only where such Stafe Is party
to this convention. a - : .

-Enforeement of the Securlty lhtérest (Inter partes |ssues)

Selscting the law applicable to enforcement of a sacurity interest upon default by the
debtor is a matter that received considerable attention by the Working Group. However,
no clear consensus emsrged from the discussions.

If the convention were to contain rules dealing with enforcament upon defautt by debtors,
secured parties would have some assurance that they would be able to enforce their
security interssts in ancther convention State in an expeditious and efficlent manner.

A compelling argument can be made that the convention enforcement rules should apply
when, at the lime of enforcement, the equipment happens to be in the State where the
equipment was located when the securlty interest was created. !t the convention rules
applied in such cases, the nature of the enforcement rights of secured parties would not
depend upen the fortuitous location of the equipment at the date of enforcemant or upon
the caprice of the debtor who may otherwise beé induced to forum shop for the most
favourable system. if this approach were 1o be adopted, it would be necessary to avoid
imposing the convention enforcement system on what would be viewed as purely
domestic situations. This could be done through an intention test to determine whether
or not the transaction has a significant international element. If the parties intended that
the equipment would be used principally in the State where the security interest arose,
but occasionally used elsewhere, the international element is weak, and, perhaps, the
convention enforcement system should not apply. However, if the parties understand that
the equipment would be used principally in States other than the State in which the
equipment was situated when the security interest arose, the fact that enforcement
happens 10 occur in the original situs is completely fortultous and should not be the basis
for applying the law of that State to issues of enforcement.
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The enforcement system of the convention should be applicable even though thesecuﬂty

- interest being énforced arose when the aquipmant was located in another,State-that is
““not'a party to the convention. Otherwise the certainty that the convention is:designed to
give to secured financers would be lost. Of course, a defaulting debtor may be induced
to move the equipment to & non-conventicn State in order to escape the rules of the
convention. There is nothing that can be done about this; the only soiution is to maximize
the number of States that are parties to the convention. T

The following scenarios demonstrate the approach described above:

Scenano g: g

SP1 (secured party) and b (debtor) enter into & security agzeement
providing for a secunty interest in equipment which at the time of the
agreement is located in State A, (whether or not a convention State). While
the equspment is in'State B, a eonvention Siata D defaults. :

The enforcemant rules of the convention applY

Scenario 107 -
SP1 (securad parly) and D (debtar) enter into a security agreament
providing for a security interest in equipment. which at the.time of the

- agresment is located in State A, & convention State. Tha circumstances

- “ indicate that the inténtion of the parties is that the equipment will be.used

" by thé debtor pnmamy in State A but infrequently it will be used for short
pericds of time in other States. While the equipment is in State A, D
defaults.

Even though State A is a convention State the enforcement rules of the convention would
not apply. However, if at the date of default the equipment happens to be in State B, a
convention State, State B would apply the convention enforcement rules:

Scenario 11:; -
- 8P1 (secured party) and D (dabtor) enter mto a security agreement .
j prcwidmg for @ security interest in equipment which at the time of the. .
"' agreement is iocated in State A, a convention State. The circumstances. ,
~ indicate that the intention of the parties is that the equipment will be used -
" by thé debtor primarily in States other than State A, but infrequently it will
" be used for short penods of time in State A. While the equtpment Isin State
""-'A D dafauits , ,
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Even thaugh State A wes the situs of the equipment at the date of both creation of and
enforcament of the sscurity intsrast the convention enforcemant rules of the convantion

- would appiy

T".-Arﬂcte : ' | ' ' '
Part (provis:ans dealmg with enforcament agamst the debror) applles where

(a) the equipment is moved from a State where It was located when the
securlly Interest being enforced srose to another contracting State and
enforcement of the secur!iy intarast occurs there, :

. (b) at the time the securlty agreement was exocuted the parﬂes intended
-that the equipment would be used principally in one or more States, other
than the Stals where the equipment was located when the security interest
arose, and enforcement of the securlty interest cccurs In a contracting State,
including the State where the equipment was located when the securlty

Interest grose.

For the purposes of (b), the Infention of the partlss Is determined by mferenoe to
the terms of the securiy agresment or any related agreeineni, the business of the
debtor and other c!mumstances exisﬂng &t the date tm sscurrty agreement Is

axscuted

V. PR!QRETY RULES
1. The Operationaf Prlnctplas

it is assumed that the convention will provide for an international registry {or some other
effactive system for giving public disclosure to convention securlty interests). This being
the case, the principal features of the priority system of the convention can be built
around the basic rule that the /n rem rights in the equipment (L.e., the security interest)
that a secured party acquires under a security agresment are subordinated to othet
specified in rem interests if the appropriate steps to give notice of the security injerest
have not been taken by the securad party before a competing interest arises, in the case
of interests other than security interesis, or befors a competing secuﬂty interest takes

such steps.
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An underlying 1ssue important to the functioning ofthe system sinbodied in the conventior
is the determination as to when the security interest comes into existence, While the
general priority system of the Act (i.e., compaetition between competing security irmterests)
is not based on a first-to-come-into-existence rule, but a first-to- -register rule, the date of
creation of a security interest is important for other purposes.

One of the conceptual issues that must be setiled Is whether the corvention will
recognize security interssts in /n rem. interests less than full ownership. It is my
understanding that civilian lawyers have.a great.deal of trouble with the concept of divided
ownership and would not be prepared o accept the common law concept of a sacurlty
mtarest in a limited interest (e g the interest of a lessee under a long term lease).

Artlcle . e . R
(1) For the purposes af Part ______ (the rules dealing with enforcement), & security
inrerest comes lnta existence when ' ' '

fa) the pamas have emered Into a secumy agreament, and -
(b) the debtor acquiras rlghts in ramrshlp af) me equlpmam

(2) For me purposes of Par: (the mies deaﬂng with pnontfas), a sacurfry interast
comes Into axistence when . . , o

: (s) the pan‘les hsve éxecuted a8 soeurhjr agreement Mﬂng the féqulremsnfs
of Artlcle and

(b) the dsbfar aaqulras rlghts In (ownership of) the aqmpmam

(3) Whera & sacurity agreemant pmvides far a sscurity . !memst In aqu!pmnt to be ,

-acquired by the debtor at a later time, the security Interast comes Into existence
in accordence with the terms of the agmmant without the need for appropriaﬂon )
of the equipment te the agrasmeanit, . SR

(NOTE Thns Artrcle is drafted so as o accommodate what is describad abova as the
Canadian-approach fo the writing requirement. Under this approacha secuﬁty agreement
is enforceable inter partes without the need for a writien. -agreement, Consequently, all”
that is needed for the creation of a security interest enforceable inter pattes is an oral
security “agreement and the debtor's acquisition of rights in_the equipment. Where
enforcement against third parties is involved, the writing requlrements of the convention
‘are a prereguisite to the creation of a security interest. if the deécision is taken to.adopt -
what is described above as the American approach to the writing requirement, clauss (1)
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‘would be deleted and creation for all purposes, not just priorltses ‘would raquire
compliance with the wnting raqu:rements of tha convention. e,

2. The Position of Specific Kinds of Interests
-Competlng Security interests

in a simpie competition between two secuﬁty interests, . priority should go to the ﬁrst to
" be registerad, whether or not the holdar of that interest had knowledge of the existence

of the other unregistered interest before it acquired Its interest or before it registered its
security interest. While this approach appears to be somewhat clinical and one that
rewards persons acting with knowledge of a pre-existing interest, experience under the
North American systems has demonstrated the value of it. 1t gives certainty to secured
financing by precluding protracted and unpredictable litigation involving the difficult issues
of proof of knowledge that are endemic to a system that gives priority only to someone
who acquired the interest without knowledge of the prior security interest,

The Working Group favoured the suggestion that a convention security interest be able
to secure obligations of the debtor arising after exacution of the security agreement and
registration of the registration statement, If this isto be a feature of the convention, it is
necessary to make it clear that the date of registration of the registration statement is the
date for priority for all obhgations of the debtor incurred under the secunty agreement. An
important policy issue arisas in this context. in several North American jurisdictions the
* decision has been made to protect execution creditors who have caused coliateral to be
seized from being affected by advances made by the secured party after the ssizure has
oceurred and with knowlisdge of it. | suggest that this same policy be inciuded in the
convention. '

There was considerable support among the members of the Working Group for extending
the scope of a convantion security interest {0 include after-acquired equipment. If this
decision is to be refiected in the priority regime of the convention, it will be necessary 16
recognize that a registration statemient can be registered in the International Registry
“before the debtor acquires the equipment, and that the priority status of the security
interest that arises when the equipment is acquired dates from the date of registration of
the registration statement and not from the date the debtor acquires rights in {or
ownership of) the equipment. At most, the preconditions to registering a registration
statement would be an executed security agreement and an ability to provide on the
registration statement & dascription of the aquipment (See the discussian ot equipment
identification number, mfra) _ , _

The decision to recogmze 1hat a conventlon secunty agreement can provide that the
security interest attaches to after-acquired equipment and the rule that priority dates from
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the date of registration of the registration statement cumulatively create the need for a
spemal pnonty fule. Gcnsidar the fal!owmg scanario:. . .

'f'__‘Scananc 12: ' :
8P (securad party) takas a secunty lntgrest in a truck(!orry) owned . by D
‘{debtor). The agreement provides that the secumy interest will extend to a_
second truck to be purchased by the debtor ‘some time thereafter. SP1
registers a registration statement reiating to this agreement. (Assume that .
: in some way SP1 is able to describe the second truck with sufiicient
" particularity to satisfy the _Tequirements. of ihe Intemational registry. " p
" _purchases the $econd t;ruck from SP’ _under a ftitle retention sales
~ mgreement which provides for deferred payment of the purchase price. SP2
" registers a regnstranon statement relaﬁng to ihs sales agreement.

Without a special priority rule giving priority to SP2, SP1 wouid have priority to the second
truck since SP1’s security interest would attach to,the fruck and, as between, SP1 and
SP2, the fofmer was the first io register a registration statement relafing to the security
interestin the truck. This is very likely to be seen as being a commercially unreasonable
result. SP2, not SP1, supplied the credit to D to acquire the second truck. if SP2 was
aware before it emred into the sales agreement with D of the existence of SP1's security
interest, it would very likaly have refused to sell the vehicle 1o D other than for cash. This
would deny D an additional source of credit and place it under at the mercy of SP1 so
far as concerns D's ability to get additional funding for the aoquisstlon of a second truck.

The solution that has been adoptad in most North Amencan junsd:ctions to deal with
these difficulties is to recognize a special priority for any financer who has provided
money or credit through which the debtor acquires an interest in (ownership of) the
squipment in which a security interest. The interest of the. purchase meney financer is
labeiled a "purchase-money security interest” («slreté en garantie du prix d'acquisition»).
Under this speciat ruie, the holder of a purchase money security interest has priority over
a prior registered security interest in the same equlpment _

It is, of course, pos&ble to have. two purchase money sacurity mterests in the same
equipment. it would be necessary to provide & special priority. rule to deal with such a
SItuaﬂon

A‘-“\This*imay\ be difficult, but not impossible, to do if &n identification number of
equipment is & mandatory feature of a properly registered registration statement.
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Articie o ' ‘ ' '
“Advances” means the payment of monay, the pmvision of credit and nbligaﬁons
of the debtor to pay interest, credit cost or other costs payable by the dabtor in
connection with an advance or the enforcement of the security interest; and
includes advances whether or not mads pursuant to an obligation; reasonable
costs ' Incurred and expenditures. made for the protection, maintenance,
pmservarfon or repalr and disposmon af the mobile aqu!pmont o

Article ____ |
A mumy interest may secure advances mada &t any time durlng the currency of
the securlty agreement, but a contractual obligation owing to a debtor to make
advarices Is not binding on a secured party If the rights of persons mentloned in
Article ___ (exscution creditors and representative of creditors) have arisen and the

secured party has knowledge of this fact before making the advance.

Article____
{1} Where no other method for determining priotity between secur!ty Interests in
the same mobile aqulpmsnt is provldad !n this convenflen, the foliawlng pﬂority

rules apply:

(a) priorily between sacurlty lnterasrs In the same mablla equipment Is
determined, without regard to the dale whera the security inrarests came Into
‘ axlsrenne, by tha order of the eccurrence of the following:

(i) the rsgistmtian of a raglstmﬂon statoment relaﬂng fo the sacurlty
Inferast, end

[ by taking of possession, athor than by saizure, of the moblle
equipment by the sacured party], _

'wmchever fs the esrller;

(b) a securlty Interest with respect fo which the steps mmtloned In clauses
(a)(l) for (a)(!l}] have bsen iaken has priority over & securily. lntarast with
respect to whleh [Inelther of} ﬁw stspfs] has been taken,

(¢} where [nelther of] the step[s] mentioned in ciause (a){i) {or (a){ll)] has
been tsken with respect fto any of the securlty Interests, priority is
determined by the order that the security interests ceme into existence,

(d} & security intersst to which this convention applies has priorlty over any

other intersst In mobile equipment arising under a financing agreement or
. retained by a seller of the equipment fo secure an obilgation of the debtor.
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{(2) For the purposss of clsuse (1)(e)(li), a secured party has not iaken possession

o of. the équipment that Is in the apparam passesslon or conrro! of the debtor or the
" debtor's agent] _ _ .

(3) The priority that a security Interest has under clause (1) applles fo alf advances.

' (4) A registered security Interest [or & sacamy lnm ln equipmmt ln the
msesslon of the secured party] has priority the persons. mntisned in Articles

—.(buyers, lesseess, execution creditors and a reprasentative ofcreditors) only to the

" iextent of advances madé

(i) before the interest of such persons otherwise arise, or

(i} before the secured party scquires know!eﬂga the interests of such
persons, | | |

~ (#1} in accordance with a statutory requirement or a legally binding
obligation ewing to & person other than the debtor entered into by the
secured parly before the secured party acqulres the knowladge
referred to In mgmph (i), or

~ {iv) for the prol‘ect‘ion, malntenanae, pmsewaﬂon or repa!r and
~ disposition of the mobile equipment.

Artlcle ______
o "Pumhasa maney secur!ry Interest” means:

(a) a securily Immesr taken In equlpmant to the oxtent a‘hat i secures

‘i payment ' of all or part of the purchase price of the equipment, and

(b) a securlty Interest taken In equipment by & person who glves value for
the purpose of enabﬂng the debtor to acquire rights in {ownarship of) the
eguipment, to the axtant rhat the value Is used for this purpasa, -

‘ but doas not inciude Inferests ar!s!ng zmder a transacﬂon pravldlng for rha sale of

- equipment to secured party by | the debtor and sale or lease back of the equipment
~ to the debior, and; for the purposes of this definition, "purchase price” snd "value"

: lnciude credit chargas or interest payabie for tha purchase or loan credit.

Amcla

(a) Subject to clause (b), a regislered purchase money securlly interest [or &
purchase money security interest In equipment In the possession of the secured
party other than as a resu!t of selzure] has priority over any other securlly interest
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In the samie equipment given by the same debfor, and clause (a) of Article fthe
rasidual priority ruie) applies where two purchgse money securlty interests given by
the same debtor in the same equipmesnt are In competifion. '

{b) A purchaser money securlly Inlerest refarred to in clause (a) of the definition
of "purchase money sscurity interest” has priorily over a purchase money security
inferest referred to In clause (b) of the same definition If both seourity Interests are
registered [or one securily interest Is registered and the equipment Is in the
pogssession of the holder of the other security Interest cther than as a resulf of
seizurel. '

-Securlty Interests and Other Competing Interests

| have proceaded on the assumption that an effective registry system eliminates the need
for the.civi} law principle of en fait meubles, Ia possessicn vaut fitre. If a potential buyer
can discover the existence of & security interest in the equipmant by obtaining a ssarch
result from the International Registry, there is no nesd to give it protection from prior
security interests. It follows that whers the security interest is not registered (or the
squipment is not in the possession of the secured party), the buyer takes free from the

% i

securily interest.

An impoertant policy question arises as to whether or not the buyer must be unaware of
the prior security interest in the equipment in order to have priotity. it will be noted that
lack of such knowledge is not a requirement of priority for 2 compsting security interest,
Strangely enough, the North American systems make it a requirement for buyers; but not
cther secured pariies. In my opinion, the reason for this inconsistency has not been
convincingly articulated., . o o

There was a brief, but inconclusive discussion at the March 1293 of the Working Group
conceming the position of a holder of a securily interest where the debtor bscomes a
bankrupt {or some form of insolvency system is invoked). There are two quite separate
issues involved. The most difficult one is whether the convention should specifically state
thal a registered security interest is not subject to subordination to a trustee in bankruptoy
or fiquidater. If such a provision were included, this feature would certainly make the
convention more attractive to equipment financers. The second, and clearly subsidiary
issue, is whether an unregistered security intérest should be subordinated to & trustes in
bankruptcy or liquidator. S - :
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.Article__

{1) Subject to clause {(2), when public notice of the existence of g security interest
has been given by regisiration of a reglstration statement relating to the sseurity
interest [or by taking of Possession, other than by seizurs, of the mobile egquipmient
by the secured parly] the security interest remains enforceable notwithstanding the
-bankruptey er insolvency of the Hebior, : o S

(2). Nothing In clause (1).shall affect bankruptcy or Insolvency laws relating. to
Jrauduient preferences or conveyances, proteciion of worker's Interests, snacssy svmaie

3). A security interest Is subordingte to a -Srustee, liguidator or similar
represeniative of credifors-of an insoivent debior if, af the time the insoivency
proceedings are commenced, public notice of the ‘@xlsience of a security Interest
has not been given by registration of a registration statement relating to the
security Interesi [or by faking of possesslon, other than by selzs, of the mobile
equipment by the secured party]. -

Article .~ .. . .
A, security Intsrest Is suberdinate to

e ffa) a ;bggyér or lessee of the equipment whether or not the buyer or lessee
- knew of the securlly Interest at the time of the sale or the lease, o -

..m-i{b)».aéﬁ?éﬁié@r who has caused the @q&ig:mémt@ be selzed under legal
.[process io enforce e judgment agalnst the &’eba‘ajir,' A SRR

security intersst has not been given by regisiration of & registration statement
relating o the securily Interest [or by taking of possession, other than by ssize, of
the mobile eguipment by the secured partyl.- - - 3 S

if,}féafa‘ gﬁg Vme of *sjiiée sa!é,: legse 'éo?'-ﬁeizw@,- pubi!é niaiées'@f the existence of a

R

-

V. THE REGISTRY SYSTEM

Set out below ars some draft provisions describing the skeleton of a possible registry
system for the convention. Here again, the purpose for including rather precise provisions
is not to present a draft convention, but:-to highlight the details.of & central, computerized
registry. |am presuming that most of the members of-the Working Group do not have
experience with registries and will be unaware of at least some of the factors involved.
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For the purposes of the draft article set out below, i have assumed that ihe reglstry wali'
be created and maintain&d by UNIDROIT. - : ,

A mattar that will hava to ba exammed in detail is whether it is necessary or dssirabla to
make exceptions for securily interests in those types of equipment that are registered as.
to nationality and provide for registration of such security Interests In a registry maintained
by the home State of the squipment. In my view a strong argument can be made for the
elimination of State run registrias in favour of an intemational registry. If, for example,.
aircraft are brought into the convention, countries, which for some reason have found it
difficult to establish a national registry for security interests in aircraft, would not be able
to become pariies {0 the convention. This may well be a particularly important
consideration for States that have no tradition of registries for security interests and are.
not willing to establish one just for this purposs. it is relevant to note in this context that,
while most states of the world provide a nationality registry for aircraft, only a minority are
parties tc the 1948 Geneva Convention on Recognition of Rights in Aircraft. \

While it is assumed that the great bulk of registrations will be effected electronically
through remote computer terminais, it should be possible for someone to send a written
registration statement to the registry.

The type of registry set out below assumes two separate (but note equally efficacious)
registration-search criteria: the debtor's name and an identification number for the
equipment The identification number must be treated as the most important of the two
since it is the one that is constant. The debtor can change its name or may transfer the
equipment to someone eise and third parties may not be aware of the nams change or
that the person in passession is not the debtor. For example, if A takes a security interast
in an item of equipment owned by B, and B then sells the item to C, who offers it as
collateral to secure a loan from D, unless D can use the identification number of the
collateral as the search criterion, all it can do is to obtain a search result using C's name
as the ssarch criterien. Since B, not C, is the dabtor named in the registiration statement, -
D's search will not reveal A's securlty interest. if D can use the identification number of
the equipment as a search criterion, its search will reveal A's security interest.if A has
complied with the requirements that this number be recorded on its registration statement.
it will be noted that X {a person who deals with B} is in a different position than that of -
D. i X wants to determine whether or not there exists a perfected security interest in the
item, two search criteria are availabls: the debtor's name and the coilateral idantlflcatmn

number. D has only the identification numbet.

It the debtor's name is 10 bs available as a reliable search criterion (something not
included in the foﬂewing formulation), it would be necessary to include in the convention .
elaborate provisions dealing with change of the debtor's name or transter of the collateral
to someone else eithar with or without the ‘consent of the secured party. :
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Arﬂcle - | " o
"Reglsﬂy" means the mtsmaﬂanai ngistry for Securlty Interasts astabllshad
pumuanf to Amclo

_'fﬁag!srmﬂan statamam" means:

(1) a pﬂmad‘ regfstmtlon statemaﬂf as prescrlbod by m Bules, and

(2) data aurhorlzad.fo be transmilited slectronically to the data base of the
reglistry to sifect a registration

and where the context perm!ts, reglstmﬂan statoment lncludas g reg.fsmz‘lan
amendment statement,

"Registmt!on Amcndment Statament" megns: ‘
| (1) a printed reg!straﬂan statement as prascrim by the ﬁuies, snd

(2) deia authorized to be transmitted e!ectranlcaﬂy to the data base of the
regfstry to effect a ragistration, : |

“Aules™ means rules promulgeled as previded In Article ___

Article

(1) There shall be a reglstry known as the International Registry for Securlty
Interasts established for the purposes of registrations under this convention and
for reglsirations that are permitied or required under any o!her lnremat!onal
enactment to be made in the Regisiry. :

[(2) The: Governing Courch of the International Institute ‘for the Uniiication of
Private Law shall appoint the reglistraF and pramuigate rules for the administration
Pf the ﬁ_‘ﬂlsfﬂff

A matter that wil‘l have to be addrassed is whe\thar or not it will be a requirament that a
security agreement be executed before a registration relating‘to it can be effected. In
most North American systems thers is no such requirement. While this is a matter that
is of primary importance in the context of inventory, there may well be situations in which
it is commercially important to be able to register (and establish priority) before an
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agreement is executed. As noted above, if tha convention Is to recognize security -
interasts that attach to after-acqtiired propsrty of the debtor, it will be necessary to permlt
regustraiion in advance of the crsatlon of sacurlty mterests

The registry systam mntemplated by the following prowssons ﬁs one that Is very flexibla
A person can register a registration statement against the name and equipment of
another person even though the other person has not yet executed a security agreament.
(But see alternative clause (3)). Even if the registration occurs after the execution of the
agreement, there is no requirement that the pericd of registration (registration life)
selected by the secured party paraliels the period of the agreement. if the Canada pattern
|s followed, the reg!stratlon life could be up to twenty-f ve years or aven infmity

Article
{1} ﬂagimmns in the registry shall be efiecied by msmmlng &:registration
“statement to the regisiry In the manner provided by the Rulgs, -

{2) Reglstration of & regisiration sistement Is effective from the time assigned (o
it by the registry, and where two or more registration ststements are assigned at
the game {Ime, the order of regisiration Is delermined by refersnce ito the
ragistraﬂon numbers assignad o the reglstration staternent by the ragistry

" (3)A reglstraﬁan statement may be reglstemd befars or aﬂ‘er a muﬂty agreemont
is executed.

[(3) A registration statement may be registered sny time after @ security agresment
Is executed but may be mglstsred before the security interast 1o which It relates
comes into existence.]

_ {4) A registration statement may relate to more than one securlly agreement.

" (5) The registrar may:

- (8) reject a regisiralion statement whers, in the opinien of the reglstrar, it
- doss not comply with the requirements of this mnmmm or the Hu!as, or

{b) refuse to regisier registration statements, refuss o accept roquasts for
search resulls or otherwlse suspend one or more of the functions of the

_ registry for a perlod of iime during which, in the opinion. of the regisirar,
gircurnsiances are such. mm it Is not pmctlaable to pmvm one or more
rogfsw service. ‘
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. {6) The validity of a reglstration Is not affected by a defect, Irregularity, omission
- . or error In the registration siatement unless the defacl, irreguiarity omigsion or
. error Is seriously iigleading; bui- a reglstration statement can be serlously
misleading even though no one was actually misled by It. IR

(7) An error In recording the name of the debtor Is not serlously misieading If the
equipment Is describad in such & manner as to not be serlously misleading. -

(8) Sﬁb]e&t to the Riffes, a registration !é sffective for the period of time indicated
on the registration ststement and may be renewed af any time before the
reglistration expires.

(9) An amendment to a valid and or Invalld regisiration may be made by registering
a registration amendment statement at any time during the period that the
registration exists and the amendment Is effective from the date the registration
statement Is registered to the expiry of the registration being amended.

(10) A registration may be discharged in whole or m'rh ragpect to oné OoF more
Items of equipment by registering a registration amendment statement.

Artlcle
(1) Where a secursd party with a registered security intersst transfers the securlty

interest or & part of it, a registration amsndment statement may be registered
disclosing the transfer.

(2) Where a reglistration ststement Is registered end an inferest one or more than
one, but not all ltems of equipment subject lo a security Inferest is transferred, the
registration amendment statement shall contain a description of the equipment in
which the Interest Is transferred. ‘

{(3) Where a secured pariy transfers an Interest in equipment and the security
interest of the secured party. Is not perfecied by regisiration, a registration
statement may be registersd In which the transferee I3 disclosed as the secured

(4) A registration amendment statement dlsclasmg a tfansfar of a securlty interest
may be registered before or aftsr the franster. Lo

(5) Atter reglistration of a registration emendment statement dlsclos!ng a transter
-of a securlly interest, the transferee is the secured party for the purposss of this
Part. S -
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.. (6) Where a security Interest has been subordinated by the secured party 10 the
.. - Interest of enother psrsan, a regleiration amendment statement may be registered
... fo disclose the subordination &t any time durmg the period that the raglstraﬂon of
the subordinated interest Is effeciive. _ _

Artidle__. - '
Information ln & reylstration may be remaved fmm the rscords af ths reg!sw

(&) when the mglstmﬂon s no longer aﬂacﬂve

(b) on the receipt of a registration amendment siatement dfscharging
. the regisiration or dlscharglng it with mspaat fo one or more ltems of .
. equipment, - S

(c) on recelpt of,ah order of & court mmpemﬂg the dfscharga of partlel
discharge of a registration.

Article
(1) A person may request In the manner provided in the Rules one or more of the

followlng

(a) 8 mmh accordlng fo tha name of & debt!or and the lssus of a
search resuft, L

{b} & ssarch according te an wen!maaﬂon numbar of aqulpmmi and -
the Issue of & Wch msu#,

(c) a search acco:ulng 1o 8 reglstration number and the lssue of a
search result,

(d} a copy or sertawnd oopy of any pﬂntad raglstmd daeument,

(2) A printed search result that purports to be Issued by the Reglsiry Is recelvable
as evidence as prlma facle proof of its contents including

(8} the date of registration cr a registraﬂon statement 10 which the
ssarch resuif refers, and

(b rm ordsr af ragfmtlan of the m!srraﬂan statement as indicated by the
reglstration number.
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(3) A copy of & pﬁntad registsred registration statement or other reglistered
decument bearing the certification of the Reglstiar Is receivable In evidence as a
true copy of the statement or document without proof of the signsture or official
position of ms Raglstmr

An unjustified registration &gainst the name and equipment of a person can ba vary
damagmg to the'interests of that person. - At the very least, the person wouid have great:
difficuity in selling the equipment or obtaining credit on the security of it. -Under these.
circumstances there is a need for some mechanism through which a person named as-
debtor In & registration or another psrson who has rights in the equipment described in
the registration can'force the secured party to discharge or amerid a reglstratlon that does
not reflect the relationship (or lack thereot) between the pariles. ,

Set out below are two appraachas The first approach Is the one that:is used.in the
wastern provinces of Canada. it works very well and there is no evidence of abuse of
the power It gives. The-person named as debtor In a reglstration or another person who
has rights in the equipment described in the registration has pewero force discharge or
amendment of a registration. The registering party can be forced to obtain a court order
maintaining the registration. The altemative approach, which'is’ ‘employed in Ontario,
requires that the ' person named as debtor in a registration or another person who has
rights in the equipment make ‘application to a court for an ‘order requiring the discharge
of the ragistration. Both approaches require the involvement of & court. Presumably this
would be a court or tribunal of the jurisdiction in which the ragistry Is located (lta!y‘?)

Article
(1} in this Article,

" (a)"debtor” Includas any person named in & mgis:md raglstrsﬂan
statement as a debior, and

(b)"secured party" Includes any person named .in & raglsrered
registration statement as a secured parly. '

(3 Wlma &8 reglstfaﬂon sﬂtmnt Is registered and

(a) ail of the obligeﬂans under ﬂw securlty agreamm w wmch !t .
ralates have been perrafmed, _

(b) the sscured party has agresd i‘o reiaase part or aif af ﬂha s
equipment described In the registration statement,
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" (c) the description of the equipment on the registration statement lnefudes
G an ltem that Is not subject fo & security Intersst arising undara mumy
' aymment between the secured party, or = -

(d) no securlly agreement exlisis between the securad parfy and the
debtor,

_ _the debtor_or any parson wlth an lmarest In oqu:manr that fa!!s within the
equipment desmfpﬂm on the raglstraﬂm statemem may givea wm‘ten dammd to

' the secured party.

 (4) The demand referred to In clause (3) may rsqulre that me secured party reglster
& registration amendment statemsn,

~ (a) in & case within clause (3)(a) or (d), d!schargmy the regls?mﬂon,

(b) Ina case withln @iause (3){#), amending or dischmlng the ragls:raﬂan
as the case may be, so as fo mﬂect the terms of the agmmens, and

' (¢) In & case within clause {3}(::), amsnding the equipment description to
. exclude ltems that are not subject to & securlty interest arising under a
, secumy agresment ba@waen the secured parly and me dabtar, | o

" and the secured par!y shall comply with the demand not Iatsr than 30 days after
it Is given.

Alternative 1:
(5) Where the secured parly

... (8} falls to comply with the demand mfamd to in elsm (3) wlthin 30 days
after It is given or

... (b} does not give to the Regisirar an order of the Court canﬁrmkwg that the
' registration need not be amended or discherged,

the person glving the demand may register the registration amendmsnt statement
referred to In clause (4) on providing to the Registrar ssﬂsfacwry proof that the
demand has been given te the secured party -

(6) On application to & court by the secured pm‘y, the caurt may order that the
registration ‘ i o
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~ (8)be maintained on any condition, and subject to Article___, for any perlod
of time, or o o , |

(b) be discharged or amended.

Alternative 2. ‘ .

[(5) When the secured parly falls to amend or discharge the registration as required

by clause (4) the person making the demand may apply fo a court for an order
" directing that the registration be amended or discharged.]

VI. ENFORCEMENT

‘As noted above, there was considerable discussion but no agresment amongst the
members of the Working Group as te whether convention should deal with enforcement
' of security interests. It Is my view that the convention should specify basic enforcement
rules. Private enforcement, with minimal involvemsnt of courts, through seizure and sale
“of movables is permitted in both common law and civil law systems. This approach is the
“one that is Sikely to bé supported by patties to security agreements providing for security
interests in mobile equipment. A security interest in mobile equipment is of value only to
_the extent that the applicable law permits the secured party to enforce the security
interest through an expeditious and efficlent disposition of the equipment. Balanced
against this is the need 1o recognize that the debtor or some one else may have a
significant interast in the equipment which should not be sacrificed.

One of the issues that arises in the context of anforcement of security interests in
equipment is whether or not the system should seek to ensure that the buyer from the
sacured creditor at the disposition sale acquires good title, or, at least, title free from any
prior security interests in the equipment. it is my understanding that some civil law
~ systems attempt to do this. In order to provide for this, an elaborate administration system
is required under which the proceeds of sale are handed over to the court which.
determines how they are 1o be distributed so as to recognize appropriately the priority.
status of each claimant. Since ali claims are extingulshed on the sale, the proceeds must.
be correctly distributed 10 the holders of these claims. Generally, the common law
systems do not work this way. The sale by the secured party passes whatever interest
the secured party has the power to pass. If the secured party has a subordinate interest,
its sale of the collateral passes fitle to the buyer subject to any interest having priority
over the secured party. Of course, the sale cuts off any subordinate interest and, only in
a situation where the proceeds are sufficient to satisly the claim of the seller is there any
obligation to account to the hoiders of subordinate interests for any portion of the
proceeds of the sale. : _ , :

45



‘The provisions set out beidw follow the common law pattern. This choice Ig hot based
on any suggestion of Inherent superiority of the common law approach. The reason for
its selection is that this approach invoives the least amount of official intervention in the
enforcernent process. It is my view that it would be very difficutt to create and administer
in the context of an international convention a system following in this respect the pattem
of the civil law. o

Set out below is a set of enforcament provisions designed to provide the necessary
balance between the interests of the secured party and those of the defaulting debtor or
someone else with an interest in the equipment seized. An important policy question
arises as to whether or not protection granted by these provisions to the debtor can be
waived by agreement. Few Stalas provide complete party autonomy with respect to
enforcement of securlty agreements, This position is based on the assumption that, if
significant party autonomy is allowed in this respect, any statutory provisions designed
to protect the Interasts of debtors will almost always be negated through standard form
‘provisions which will give to the secured party broad rights that might result in
confiscation of the debtor's interest in the equipment. o o

" A security interest is merely collateral to a debt obligation. The principal relationship
“ between the panies is that of creditor and debtor and the securily agreement does
nothing more than to provide one méthod through which the secure party can obtain
payment of the debt owing by the debtor. While the convention would apply to
shforcement of the security interest, it would not deal directly with the debt. However, of
" necessity, it will affect the right to collect it. The dbligation of the debtor is diminished pro
tanto by the money realized from the sale of the equipment under the enfarcemant
provisions. An slection to keep the aquipment in full satisfaction of the obligation secured
extinguishes the obligation. Further, failure to-meet the requirements of the convantion
“produice losses that the debtor can set off against the debt. L o

* The provisions set out below make specific reference to enforcement of a broadly based
" ggcurity intarest (the squivalent of an English floating charge) that applies to collateral in
“addition to the moblle equipment and that, in some common law jurisdictions, would be
anforced by a recelver. Whether or not there is need to dccommodate this type o
“situdtion is'a matter to be addressed by'the Working Group. - ‘

Artlele B
(1} Excepts as otherwlise provided, no provision of Part _____ fo the extent that It
give rights to the debior or Impose obiigations on the Secured parly can be walved

“or varled by agresment or otherwise. | o
(2) Where the equipment Is collateral under a security agreement providing for a

securlty Interest In all or substantially all of the debior's movabie property, and the
secured parly has the right under the securlty agreement upon defauit by the
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debior to take control of ths debtor's businoss and to sell the collateral as part of

- the sale of the business &s & going concern, the following articles, other than

Artlcls (the article giving a right of redemption) do not apply and the rights of the
secured party shelt be determined by reference to the security agreement and the
' .obligations of the secured parly or sgent of the secured party fo proceed in 8
commercially reasonable manner.

Article _ N
Y (1) On default under a sacuﬂfy agreemanr

(a) the secured party has, uniess otherwise agmsd the right to seize the
equipment, but In so doing may not contravene the iaws of the State where
) tha safzurs Is to take place dasignad to ensura publ:c order,

s (b) where the equipment is of a kind for which adequate alramaﬂve storago
facilities are not readily avallable, the secured parly may seize the equipment
without removing It from the deblor's premises, and may dispose of i on the

. premises, buf In so doing the secured party may not cause the person in
possession of the pmmlses any greater Inconvenlancs and cost than Is
necessary Incidental to the disposal. |

(2) After selzing the equipment, & secured party may dispose of it In lis existing
+ condftion or after repair or other preparstion for dfspasmon, and the procwds of
. the disposition shall be applied consecutively to -

(a) the reasonable expenses of selzing, repossessing, holding, repairing or
preparing for disposition and disposing of the equipment and any other
reasonable __axpa\nses incqrr;ad by the sqqurad party, and _

(b) the satistaction of the obligations secured by the security interest of the
party makiny the disposition,

- and any surplus shail be palﬂ ovar o ths person antmed to I

| (3) Equlpnwnt may be dlsposed of by private sale or by public sélb, incidding
public euction or closed tender.

(4) Tha saeumd pan‘y shaﬂ ylve to
(a) tha debfor,

- (b} another secured party whe, prior io the date notice is given fo the debtor,
has registared a8 regfstraiion staramem ra!afmg fo the equipment being sold,
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- [(c) another secured party who had possession of fha muimnt at the dats
of seizure By the secured party], and - |

‘(d) any omsr psrson who is known by the saeumd pany ta be an awnar of
the equipment,

reasonable notice of iis intentlon to sell the equ!pmsnt and tha date, {ime and p!aca
of any sale by public auction, or the place to which ciosed tendsrs may be
delivered and the date afier which closed tenders will not be accepted, or the. dare
after which any private disposition of the equipmernit is fo be made.

= (8) The notlos referred (o ln clauss (4) is ot mqulm! wmare

(a) the securad parly bah‘eves on raasanabie graunds that the equ!pment will
decline substantlaily in value if It Is not disposed of lm:mde‘arely after
defauh‘

(b) after defauﬂ, each psrson entlﬂad to recalva a nofice of d!spasman
- eonsents In writing to the disposition of the eqw‘pmnt wlthout compilance
" with the notice reguirements of clause (4).

- - (6) When a secured party disposes of equipment to a purchaser who acquires the
Interest for velue and In good falth and who fakes mmslm of it; the purchaser
acquires the equipment free from

(a) the lntamst of the debtor,
(b) an !n?sresr subordinate to that of tha dsbtar
{c) an interest subordinate o that of the saaured parry,

whether or not the requirements of this section have been complied with by the
secured party, and alf obfigations secured by subordinate Interesis are deemed to
be performed for the pumposes of Arﬁc!e fcompulsory discharge of a
registration). "

(7) After defaull, the secured parly may propose io take the eduipmantl in
satisfaction of the obilgation secured by It, and shali give notice of the proposal
to the persons referrad fo in Article ____ (the persons entitled notice of disposition)

(8) i, after a reasonabile period of time, no objsction to the pmposal is glven by a

. person entitled to recelve notice of li, the sscured parly Is thereafter desmed fo
" have frrevocably elected to iake the equipment in satistaction of the obligation
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secursd by It, and Is entitied to hold or dispose of the equipment free from all
rights and Interesis of the debior end any person entitled to recslve te notice
mentioned in clause (6) whose Interest Is subordinate to that of the secured parly
who has been given such notice, and all obligations secured by such Interasts are
deemed performed for the purposes of Article {compulsory discharge of a
registration).

Article

At any time before the secured party has disposed of the equipment or contracied
for disposition of It or before the secured party Is deemed fo have Irrevocably
elected fo retaln the equipment under Articie , 8 parson entitied to recelve a
notice of disposition under Article may, unless that person otherwise agrees
in writing after defaull, redeem the eguipment by tendering fuifilment of the
obligations secured by the securily Interest in the equipment together with & sum
equeal to the reasoniable expenses of selzing, repossessing, holding, repairing and
preparing the equipment for disposition If such expenses have actually been
incurred by the secured parly, and any other reasonable expenses Incurred by the
secured party in enforcing the securify agresment.

Vil. GENERALLY APPLICABLE STANDARDS

Since the convention would function in an intermational context and not generally in the
context of the municipal law of & particular state, it is important fo provide a source of
background principles that set standards and deal with matters not expressly addressed
in the convention. The following provision is designed to provide this background.

Article

(1) All rights and obiigations arising under a security agresment or specified in this
convention or other law applicable 10 a securily inlerest securlty agreement shall
be exercised in & manner that Is consistent with the stendards of good faith and
commercial reasonableness practiced In International financing transactions.

(2) Questions concerning matters governed by this Convention which are not
expressly settied In It are ¢ be ssttled In conformity with the general principles on
which it Is based.
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