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SECURITY INTERESTS IN BANK DEPOSITS
UNDER UCC article 9: A PERSPECTIVE

Benjamin GEVA*

SUMMARY: Part 1. Introduction. Part I1. The Scheme Under Ca-
nadian Personal Property Security Legislation. Part 111 The Scheme
Under Revised UCC article 9.

PART I
INTRODUCTION

In the course of the 19" century, the process of the characterization of the
bank deposit as a loan, so as to be owed by the banker to the customer as a debt
on a loan, reached in the common law its logical conclusion.' The landmark
case 1s Foley vs Hill.? In that case, the House of Lords dealt with the “common po-
sition of a banker ... receting money from hus customer on condition of paying it back when
asked...”.* Holding that “the banker is not an agent or factos; but [rather] he is a debtor”,*

bl

Lord Cottenham spoke of the banker’s right to mix and use money deposited

* LL. B: Heb.U,Jer; LL.M; SJD: Harvard Law School; Professor of Law, Osgoode Hall
Law School York University, Toronto; Counsel, Torys LLP, Toronto. Funding provided by the
Foundation for Legal Research and research assistance provided by Kristina Bliakharsky of
Osgoode Hall Law School of York University are acknowledged with gratitude. The author is
amember of the Ontario Bar Association PPSL Committee and thus participated in the work
that led to the proposal mentioned in n.11 below and benefited from the discussions that led
to it. Stevens Harris from Chicago-Kent, Joseph Sommer from the FRBNY, gave me feedback
regarding a few issues. Views expressed in this paper —as well as all errors— are mine.

' For this discussion in a broader historical and comparative context, see Geva, Ben-
jamin, The Payment Order of Antiquity and the Middle Ages. A Legal History, Oxford and Portland
Oregon, Hart Monographs, 2011, at 596-604.

2 (1848), 2 HLC 28,9 ER 1002. A slightly earlier authority is Pott s Clegg, 1847, 16 M
& W 321, 153 ER 1212.

3 Foley v Hill, ibidem, at 43 (HLC), 1008 (ER).

* Ibidem, at 37 (HLC), 1006 (ER).

31

DR © 2013, Universidad Nacional Auténoma de México,
Instituto de Investigaciones Juridicas


http://www.juridicas.unam.mx
http://biblio.juridicas.unam.mx/

Este libro forma parte del acervo de la Biblioteca Juridica Virtual del Instituto de Investigaciones Juridicas de la UNAM
www.juridicas.unam.mx http://biblio.juridicas.unam.mx

32 BENJAMIN GEVA

with him, subject to a repayment obligation of an equivalent sum, either with
or without interest.

The analysis of the debtor and creditor relationship between the banker
and customer was subsequently refined in Joachimson v Swiss Bank Corp.®

The Court acknowledged that a sum of money held by the banker for
the customer on a demand deposit forms a debt “owing or accruing”, al-
beit, in the absence of a demand properly made, “not presently payable®
by the banker to the customer. As such, the deposit is garnishable by the
customer’s creditors.’

In the hands of a debtor, balance available on a deposit account® held
by that person is an item of property. Accordingly, the debtor may give it as
security for credit extended to him or her by a third party. Funds deposited
to secure an obligation are known to constitute “cash collateral”. The latter
term is a misnomer; the ‘deposit’ is a debt owed by the depositary, whether
or not it is a bank. It neither consists of ‘cash’, in the sense of coins and
banknotes, nor is the ‘cash’ truly segregated.’

As well, a bank' extending credit to its customer may rely on a credit
balance in the customer’s account with it. In each case, upon the account
holder’s default on the credit contract, the creditor would like to be in a
position to apply the credit balance in the deposit account towards the dis-
charge of the account holder’s indebtedness on the credit contract.

Various rights and devices exist to obtain priority in the balances of
deposit accounts maintained by a defaulting account holder. This paper fo-
cuses on the security interest given by the customer either to the bank where
the deposit account is maintained or to a third party. The discussion is on
the priority among competing security interests and between a security in-
terest and other rights. Such rights may be of a garnishor seizing or assum-

5 1921, 3 KB 110 (CA).
6 Terminology is, however, not always consistently used. Cf. e.g. the ambiguous use of
the word ‘due’ as observed in Ontario Hydro-Electric Power Commission v Albright (1922),
64 SCR 306, at 312: The word “due” in relation to moneys in respect of which there is a legal
obligation to pay them may mean either that the facts making the obligation operative have
come into existence with the exception that the day of payment has not yet arrived, or it may
mean that the obligation has not only been completely constituted but is also presently exigible.

7 Supra, n. 5 at 131.

8 1In this paper, unless specifically indicated otherwise, terms such as ‘deposit account’,
‘bank deposit’, ‘balance due on the account’ and similar expressions are used loosely and
interchangeably.

9 The origin of the term (in a different context and not identical sense) can be probably
traced to the United States Bankruptcy Code 11 USC §363(a), 1978.

10" Unless otherwise indicated, ‘bank’ (or ‘banker’) loosely denotes any type of deposit-
taking institution, usually making loans and extending credit in its own name.
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ing control of the account. Alternatively, they may be of the bank holding
the account and seeking to combine the account in a credit position with an-
other account in a debit position. In so combining accounts, the bank hold-
ing them purports to avoid the release of the funds in the account in credit
to a third-party creditor of the customer, and rather, use them to satisfy the
customer’s debt owed to the bank on the account in debit.

This paper explores from a Ganadian perspective the provisions of article
9 of the Uniform Commercial Code as revised in 1999 as a model for reform
for Canadian provinces and territories that adopted personal property secu-
rity legislation. This legislation has not followed the 1999 UCC revisions. The
perspective is particularly that of Ontario where a proposal for perfecting se-
curity interests in deposit accounts by control inspired by the 1999 US scheme
is pending.'" The article is a sequel to an earlier one exploring at length the
deficiencies of the current situation but does not touch upon any specific pro-
posal for reform.*

The paper proceeds as follows. Part II analyzes the statutory scheme un-
der personal property legislation in Canada, particularly the one of the On-
tario Personal Property Security Act (“OPPSA”)."* This statute, as others un-
der this name in all common law provinces and territories, governs ‘secured
transactions’,'* or more specifically, “security agreements”" giving rise to “security

316

interests”'® in personal property.'” Part III sets out the treatment of the subject

I For the proposal visit, Ontario Bar Association, “Perfecting Security Interests in Cash

Collateral”, 2012, online: Attp://www.oba.org/en/pdf/ perfectingSecurityInterests. pdf.

12 Geva, B. “Rights in Bank Deposits and Account Balances in Common Law Canada”,
2012, 28, Banking and Finance Law Review. The two articles are of different scope and focus;
nevertheless, some overlap is inevitable.

13 RSO 1990, ¢ P10, Last amendment: 2012, ¢ 8, Sched 45.

4 Term is not defined in the OPPSA which in principle is stated in section 2 to apply to:

@ every transaction without regard to its form and without regard to the person who has
title to the collateral that in substance creates a security interest including, without limiting
the foregoing; (i) a chattel mortgage, conditional sale, equipment trust, debenture, floating
charge, pledge, trust indenture or trust receipt, and (i1) an assignment, lease or consignment
that secures payment or performance of an obligation;

) a transfer of an account or chattel paper even though the transfer may not secure pay-
ment or performance of an obligation; and

(9 a lease of goods under a lease for a term of more than one year even though the lease
may not secure payment or performance of an obligation.

15 Defined in OPPSA Section 1(1) to mean “an agreement that creates or provides for a
security interest and includes a document evidencing a security interest”.

16 Defined in OPPSA Section 1(1) to mean“an interest in personal property that secures
payment or performance of an obligation, and includes, whether or not the interest secures
payment or performance of an obligation”.

17" Clomprehensively defined in OPPSA Section 1(1) effectively to cover all items of prop-
erty other than real property.
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34 BENJAMIN GEVA

under the 1999 revisions of article 9 of the Uniform Commercial Code in the
United States. Specifically these revisions introduced perfection by control
and a new priority scheme.'® Part IV highlights the inadequacy of the present
scheme and hence the need for reform. It briefly assesses the revised scheme
under article 9 as a basis for statutory reform in Canada.

PART 11
THE SCHEME UNDER CANADIAN PERSONAL
PROPERTY SECURITY LEGISLATION

In the United States, former article 9 of the Uniform Commercial Code
did not apply to the “transfer of an interest in any deposit account”,'" there-
by excluding security interests in deposit accounts serving as original collat-
eral. At the same time, under the OPPSA, from its original adoption,” a de-
posit account has fallen into the definition of ‘account’;?' in turn, ‘account’
1s a species of ‘Intangible’.* A security interest in an intangible is perfected
by the registration of a financing statement.*

In Caisse populaire Desjardins de UEst de Drummond v Canada,* the Supreme
Court of Canada analyzed a contractual term under which a bank® took a
security interest in a deposit account maintained with it.* Considering the
agreement as giving the Caisse a right over the customer’s property,” the ma-

18 Another noteworthy innovation, pointed out further below, is that of the coverage
given to security interests in bank deposits in the first place. However, as also discussed fur-
ther below, this has always been the legal position in Canada.

19" Section 9-104(1), 1972.

20" The Personal Property Security Act, RSO 1970, ¢ 344.

2l Defined in OPPSA Section 1(1) to mean “a monetary obligation not evidenced by
chattel paper or an instrument, whether or not it has been earned by performance, but does
not include investment property”.

22" Defined in OPPSA Section 1(1) to mean “all personal property, including choses in
action, that is not goods, chattel paper, documents of  title, instruments, money or investment
property”. “Account” is not excluded; hence it is included.

23 OPPSA Section 23.

242009, 2 SCR 94.

25 Strictly speaking it was a Caisse Populaire, which is the equivalent of a credit union in
Quebec.

%6 See Binnie, Ian J., “Comment on Caisse populaire Desjardins de I’ Est de Drummond v
Canada” (2011), 26 Banking and Finance Law Review 327. From a Quebec perspective see Des-
champs, Michel “La compensation comme mécanisme de garantie et les stretés sur les dépots
bancaires”, (2012) published in Lemicux, M., Le Droit bancaire en 201 1: nowveautés et tendances, Les
Editions Thémis, 2012, at 1.

27 Drummond, supra, n. 24 at para 16.
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jority of the Supreme Court of Canada concluded that the agreement gave
the Caisse a security interest in customer’s saving deposit. Effectively, this fol-
lowed the English position under which it is feasible for a debtor, including a
bank owing on a deposit account, to take a security interest in the very debt it
owes.” Thus, the deposit account is collateral available to both the bank ow-
ing it and any third party.

Under the OPPSA, the first to register obtains priority against any
competing security interest.” A notable exception is a holder of a “pur-
chase-money security interest”, who must be either a seller of a deposit
account (such as a seller of an already issued certificate of deposit) who
takes a security interest in it “to secure payment of or part of its price” or
who holds a security interest to secure value given “for the purpose of en-
abling the debtor to acquire rights in or to the deposit account to the extent
that the value is applied to acquire such rights”.** A holder of a “purchase-
money security interest” in an intangible, which became perfected “before
or within 15 days after its attachment”, has priority over any other security
interest in deposit account.” “Attachment” in the debtor’s hands consists of
receiving value, having rights in the deposit account, and signing a security
agreement adequately describing the deposit account.”” Between two un-
perfected security interests it is the first to attach which prevails.*

As well, until perfected, a security interest** is defeated by “a person who
causes the collateral to be seized through execution, attachment, garnishment ... or other legal
process” > An unperfected security interest is also defeated by a creditors’ re-
presentative such as a trustee in bankruptcy.® The general principle is that of
“first in time first in right’. However, a holder of a “purchase money security
interest”, securing either the purchase price of the collateral or the loan that

28 Re Bank of Credit and Commerce International, n. 8, 1998, 1 AC 214 (HL), r'vsg,
1996 2 All ER 121 (CA) on this point and disapproving of Re Charge Card Services Ltd.,
1986, 3 All ER 289 (Ch D).

29 OPPSA Section 30 (1) Rule 1.

30 OPPSA Section 1(1).

31 OPPSA Section 33(2)(b).

32 OPPSA Section 11(2).

33 OPPSA Section 30(1) Rule 4. Under OPPSA Section 11(2), “attachment” consists
of receiving value, having rights in the deposit account, and signing a security agreement
adequately describing the deposit account.

3% In the context of an intangible, “perfection” requires both attachment and registra-
tion. OPPSA Section 19.

35 OPPSA Section 20(1)(a)(ii).

36 OPPSA Section 20(1)(b).
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funded the payment for it,”” prevails over a seizing or garnishing creditor
as well as a creditors’ representative such as a trustee in bankruptcy even
if perfected after seizure or bankruptcy, as long as perfection by registra-
tion occurs “before or within 15 days after ... attachment”.*® A seizing or
garnishing creditor will defeat an optional future advance by a holder of a
perfected security interest, who received a written notification of the seizure
or garnishment.” No specific priority is accorded to a bank, which holds a
security interest in a deposit account held on its books.

Under OPPSA Section 25(1), “[w]here collateral gives rise to proceeds,
the security interest therein ... (b) extends to the proceeds”. Under OPPSA
Section 25(3), A security interest in proceeds is a continuously perfected security interest
if the interest in the collateral was perfected when the proceeds arose”. Both perfection
and its priority in original collateral are carried over to the proceeds. The
continued priority of a purchase-money security interest holder in the pro-
ceeds of the original collateral is specifically provided for.*

As defined in OPPSA Section 1(1), “proceeds” are “identifiable or trace-
able personal properly*' in any form deriwed directly or indirectly from any dealing with
collateral or the proceeds therefrom”. As a matter of general law, funds derived
from the sale of the original collateral deposited to a segregated ‘proceeds’
account are “identifiable” proceeds under the common law.*? At the same
time, funds derived from the sale of the original collateral deposited to a
general account and mixed with other funds of the debtor may be “trace-
able” in equity.* By reference to this, the cumulative effect of OPPSA Sec-
tion 25(1) and (3) is that the existence, perfection and priority of a security
interest in an original collateral are carried also to its “identifiable” and
“traceable” proceeds in the form of funds deposited in the debtor’s bank
accounts. In principle, on that count, the OPPSA follows suit article 9 of the
Uniform Commercial Code."

OPPSA Section 25(1)(a), provides that where “the secured party ex-
pressly or impliedly authorized the dealing with the collateral free of the

37 See definition in OPPSA Section 1(1).

38 OPPSA Section 20(3)(h).

39 OPPSA Section 30(4).

10 See Section 33(1) and (2), respectively for proceeds of inventory and other collateral.

1 For the definition of “personal property” under the OPPSA, see, supra, n. 17.

#2 See e. g. Canadian Western Millwork Ltd » Royal Bank of Canada, 1964, SCR 631.

5 See e. g Flexi-Coil Ltd v Kindersley District Credit Union Ltd., 1993, 107 DLR (4th)
129 (Sask CA).

# See in general UCC Section 9-315 in conjunction with Section 9-102(a) (64). Unless
indicated otherwise, all UCC references are to the 1999 Official Text.
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security interest”, a transferee, even with knowledge of the security interest,
takes the collateral free of the security interest. Even in the absence of such
authorization, a bona-fide payee may be protected under general rules con-
ferring a ‘currency’ quality on ‘bank money’.* However, protection provided
by the ‘currency’ quality of ‘bank money’ may not be comprehensive. Pro-
tection may even not be accorded to a taker of cash collateral deposited to
the taker’s own account competing with a secured creditor of the debtor with
an earlier registration. This is so since the ‘transfer’ or the deposit of funds
of which the cash collateral consists is not ‘payment™*® but rather a transac-
tion intended to secure the debtor’s obligation to the taker of the cash col-
lateral.*” As such it is covered by the OPPSA and triggers its priority scheme.
Particularly, an earlier registrant claiming under a security agreement cover-
ing either the source of the funds or the debt of which they consist will claim
priority over the taker of the cash collateral.* In some cases, priority may be
accorded to a secured party tracing the proceeds of collateral in which the
secured party has a purchase money security interest priority.*

A conflict may arise between a holder of a security interest in a deposit
account and the deposit holding bank’s right to withhold payment on the
basis of a contractual set-off. Setting aside funds as collateral from a deposit
account in the debtor’s name to secure the debtor’s obligation is in the form
of an assignment of a credit balance. Thus, in principle,” both absolute trans-

*5 For a general discussion see Crawford, Bradley, The Law of Banking and Payment in

Canada, vol 1, Toronto, Canada Law Book, Looseleaf-updated to December 2011, at para.
3:20.10(2), 3:30.10 and 3:40.10(4)(d)). This conclusion is also drawn from R » Canadian
Imperial Bank of Commerce, 2000, 51 OR (3d) 257 (CA); Bank of Montreal v iTrade Fi-
nance Inc, 2009 ONCA 615, 252 OAC 291; Indian Head Credit Union » Andrew, 1992,
97 DLR (4th) 462 (Sask CA); Transamerica Commercial Finance Corp, Canada vs. Royal
Bank of Canada, 1990, 70 DLR (4th) 627 (Sask CA); Flexi-coil Ltd » Kindersley District
Credit Union Ltd, 1993, 107 DLR (4th) 129 (CA). For a recent American case (citing earlier
authorities) on the point see Variety Wholesalers v Salem Logistics Traffic Services, 723 SE
2d 744, NC SC, 2012.
> So as to benefit a bona fide payee, Idem.

#7 TFor the scope of the OPPSA to cover such a transaction, sce OPPSA Section 2(a).

8 For the priority of the first to register under OPPSA Section 30(1) Rule 1, see text,
supra, and n. 29.

4 The priority of a holder of a purchase security interest in both in the original collat-
eral and its proceeds is provided for in OPPSA Section 33.

0 Exceptions are set out in OPPSA Section 4(1), providing that the Act does not apply,
particularly as follows:

(c) to a transfer of an interest or claim in or under any policy of insurance or contract of
annuity, other than a contract of annuity held by a securities intermediary for another per-
son in a securities account;(g) to a sale of accounts or chattel paper as part of a transaction

te

to which the Bulk Sales Act applies;
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fers and transfers intended for security of “accounts”, including deposit ac-
counts and other balances due from banks, are governed in common law
Canada by personal property security legislation.”!

The assignment of a debt does not prejudice the debtor on the as-
signed debt, frequently referred to as the ‘account debtor’? so as to distin-
guish that person from the assignor, who is the debtor in the transaction in
which the assigned debt is the collateral.”” “The assignee ... can acquire no
greater rights under the assignment than those enforceable by the assignor,
and he therefore, takes subject to all defences existing in respect of the right
assigned which would be available against the assignor seeking to enforce
the rights assigned”.’* This principle, originally enunciated for equitable
assignments,” was specifically codified for statutory assignments, describ-
ing the assignee’s position as “subject to all equities” as “if this section
had not been enacted”.’® In the footsteps of the earlier version of UCC
Section 9-318(1) in the United States,”” personal property security legisla-
tion in Canada, particularly as clarified recently by a new OPPSA Section
40(1.1),°% is to the same effect.

Exercised as a contractual set-off; the combination of accounts by the
bank is a defence available against a secured party/assignee. Thus, as against
a pre-assignment contractual right of set-off, a holder of a security interest

(h) to an assignment of accounts made solely to facilitate the collection of accounts for
the assignor; or

(i) to an assignment of an unearned right to payment to an assignee who is to perform the
assignor’s obligations under the contract.

51 OPPSA Section 2(a) and (b).

2 See e. g definitions in OPPSA Section 40(1) and UCC Section 9-102(a)(3).
3 See definitions of “debtor” in OPPSA Section 1(1) and UCC Section 9-102(a)(1)(28)(B).

5% White, Frederick T. & Tudor, Owen D., White & Tudor’s Leading Cases in Equity, 9th ed.,
London and Toronto, Sweet & Maxwell, 1928, at 136.

% Equitable assignments are discussed in Chapter 4 of Tolhurst, Greg, The Assignment
of Contractual Rights, Oxford and Clarendon Oregon, Hart, 2006. Equitable assignment need
not be absolute; it may be by way of charge also as a matter of form. As well, it is effective
to transfer title to the assignee regardless of the lack of notice to the debtor. See Gorringe v
Irwell India-Rubber and Gutta-Percha Works, 1885, 34 Ch D 128.

% The original provision is Section 25(6) of the English Judicature Act, 1873 (UK), 36
& 37 Vict 66. The present provision to that effect in England is Section 136 of the Law of
Property Act, 1925 (UK), Chapter 20, 15 & 16 Geo 5. In Ontario, it is Section 53(1) of the
Conveyancing and Law of Property Act, RSO 1990, ¢ C.34. Statutory assignment must be
absolute in writing, of the whole balance, and of which express notice in writing is given to
the debtor, Idem.

57 Official Texts of 1962 and 1972. The present statutory provision in the United States,
Official Text, 1999, 1s UCC article 9-404 which is almost verbatim.

% 2006, ¢ 34, Sched E, s 11 (1).

w

15
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in the deposit account is defeated by the deposit holding bank. This is so
even where the security interest is perfected. At the same time, post-assign-
ment contractual right of set-off is an unwarranted modification of the as-
signed contract which may not be raised against the assignee.”

In the absence of contractual set-off, there is no unanimity in the schol-
arly view in Canada on the priority of the bank’s right to combine accounts.*
At one end of the spectrum, Cuming asserts that “the rules of equitable set-
off provide the most consistent and practical” solution so as to protect the
bank combining accounts only when it acts without knowledge.®" At the
other end of the spectrum, Crawford is of the view that the bank’s right to
combine accounts, being “inherent in the banker-customer relation in the
common law” necessarily prevails regardless of other considerations.®

Equitable set-off is exercised by the assertion “as a defence to [an] ac-
tion” of “grounds... which (prior to the Judicature Act) would have entitled a
defendant to file a bill in Chancery to restrain the plaintiff from proceeding
with his action...”® Such grounds are based on the breach of a duty aris-
ing from a contract sued upon or a matter closely related to it.** Hence, I
find ‘equitable set-off” to be irrelevant. At the same time I am persuaded
neither by the “inherent nature” of the bank’s right nor by its alleged reach.
In my mind the resolution of the set-off priority issue depends on the na-
ture of the banker’s right to combine accounts. I thus argue that as long
as it 1s treated as a right of set-off operating like a legal set-off,” and other than

%9 OPPSA Section 40(3).

60" For the bank’s right to combine account as a set-off right, see e. g McCracken,
Sheelagh, The Banker’s Remedy of Set-off, 3d. ed., Haywards Heath, Bloomsbury Professional,
2010 and Derham, Rory, Derham on the Law of Set-Off, 4th ed., Oxford, OUP, 2010, at 675 —
739. See also TeSelle, John, “Banker’s Right of Setoff — Banker Beware”, 34 Oklahoma Law
Review, 40, 1981.

61 Cuming, Ronald CC., “Security Interests in Accounts and the Right of Set-Off”, 6
Banking and Finance Law Review, 1991, 299, at 322.

62 Crawford, supra, n. 45 vol 2 at § 9:60.20(6)(b).

63 Bankes vs. Jarvis, [1903] 1 KB 549, at 552.

64 See Hanak 5. Green, [1958] 2 QB 9 (CA), at 24, where “[t|here was a close relation-
ship between the dealings and transactions which gave rise to the respective claims”. Damages
suffered by the debtor caused by the breach, whether in a liquidated or unliquidated amount,
to which the debtor is entitled at the time of the action, may then be set off against the sum
claimed by the creditor. The effective exercise of the equitable set-oft by the defendant results
in the reduction of the amount owed by the defendant-debtor to the plaintiff-creditor. Reduc-
tion is by the amount of damages stemming from the breach by the plaintiff-creditor of a duty
flowing out and inseparably connected with the same contract.

65 Both Baker vs. National City Bank, 511 F2d 1016, 1018 (6th Cir 1975) and UCC Sec-
tion 4-303(a) support this understanding of the bank’s right to combine account.

DR © 2013, Universidad Nacional Auténoma de México,
Instituto de Investigaciones Juridicas



Este libro forma parte del acervo de la Biblioteca Juridica Virtual del Instituto de Investigaciones Juridicas de la UNAM
www.juridicas.unam.mx http://biblio.juridicas.unam.mx
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where it could benefit from the authority given by the secured party to the
customer to dispose of the collateral free of the security interest, the bank’s
right to combine accounts, is defeated by a security interest. At the same time,
where it is characterized as a current account set-off,” the banker’s right to com-
bine accounts defeats a competing security interest. I suppose that the result
does not depend on whether the security interest is perfected. It is only as a
current account set-off the right to combine accounts is “inherent in the banker-
customer relation”® so as to prevail over all adverse claims.

A bank combining accounts, even if it is to be considered as a lien
holder,”® does not qualify under OPPSA Section 31 as “a person [who]
in the ordinary course of business furnishes materials or services with re-
spect to goods that are subject to a security interest”. Under that provision,
such a person defeats even a perfected security interest.® At the same time,
under OPPSA Section 20(1)(a)(i) an unperfected security interest is subor-
dinate to “the interest of ... a person who ... has a lien given under any
other Act or by a rule of law or who has a priority under any other Act”.
While no “other Act” specifically gives priority to the right to combine ac-
counts, priority is given under OPPSA Section 20(1)(a)(i) to “a lien given
under ... arule of law”. Priority continues only until the security interest is
perfected. It follows that other than in circumstances governed by OPPSA
Section 31, a perfected security interest defeats a lien. Thus, if it is a len,
the bank’s right to combine accounts defeats an unperfected security interest.
At least as long as the debtor/customer is not authorized to dispose of the
proceeds free of the security interest, the lien is defeated by a perfected
security interest.”” I suppose that as a lien the bank’s right to combine ac-
counts also defeats garnishment.

66 Re Charge Card Services Ltd at 307 and see Gullifer, Louise (ed.), Goode on Legal Prob-
lems of Credit and Security, 4th ed., London, Sweet & Maxwell, 2008, at 307.

67 See text, supra, n. 62.

68 Position rejected in Halesowen Presswork & Assemblies v National Westminster
Bank, 1972, 1 AC 785, at 802 and 810 (HL). Rejection was questioned by EP Ellinger,
Lomnicka, E. and Hare, CVM. Ellinger’s Modern Banking Law, 5th ed., Oxford, University
Press, 2011, at 251.

69 OPPSA Section 31 reads in full as follows:

Where a person in the ordinary course of business furnishes materials or services with
respect to goods that are subject to a security interest, any lien that the person has in respect
of the materials or services has priority over a perfected security interest unless the lien is
given by an Act that provides that the lien does not have such priority.

70 Under OPPSA Section 25(1), the security interest survives the unauthorized disposition.
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PART III
THE SCHEME UNDER REVISED UCC ARTICLE 9

I. COVERAGE

The priority scheme under article 9 of the American Uniform Com-
mercial Code (“UCC article 97) is fundamentally the same as in Canadian
provincial personal property security legislation. Since the former inspired
the latter, this is of course neither surprise nor coincidence. Briefly stated,
a garnishor, a creditor’s representative such as a trustee in bankruptcy, or a
perfected security interest holder defeats an unperfected security interest.”
Perfection of a security interest in accounts and general intangibles” is by
filing.” Between two perfected security interests the first to file prevails.™
Otherwise, between two unperfected security interests, the first to attach
gets the priority.” Attachment requires value to be given and the debtor
to have rights in the collateral and sign a security agreement.”® Finally,
super-priority is accorded to a holder of timely perfected purchase-money
interest,” in the deposit account to the extent of properly ‘identifiable or
traceable’ proceeds deposited in it.”

However, in contrast to Canada, previous versions of article 9 did not
cover the deposit account as original collateral. This omission proved to be
unfortunate.” Accordingly, in 1999 UCC article 9 was revised to provide for

71" UCC Sections 9-317(a)(2) and 9-322(a)(2).

72 Respectively defined in UCC Section 9-102(a)(2) and (42).

73 UCC Section 9-310. ‘Filing’ under the UCC is the same as ‘registering’ under per-
sonal property security legislation.

7+ UCC Section 9-322(a)(1).

75 UCC Section 9-322(a)(3).

76 UCC Section 9-203.

77 See definitions of “purchase-money security interest” and “proceeds” in UCC Sec-
tions 9-103(b) and 9-102(a)(64). In principle these definitions are similar to those under the
OPPSA set out in, supra, Part II.

78 The “purchase-money security interest” priority in original collateral and proceeds is
governed by UCC Section 9-324.

79" See e. g. Zubrow, Luize E., “Integration of Deposit Account Financing into article 9
of the Uniform Commercial Code: A proposal for a Legislative Reform”, 68 Minnesota Law
Review, 1983-1984, 899; McLaughlin, Gerald T., “Security Interests in Deposit Accounts:
Unresolved Problems and Unanswered Questions under Existing Law”, 54 Brooklyn Law Re-
view 45, 1988-1989, and Greene, Dwight L., “Deposit Accounts as Bank Loan Collateral
Beyond Setoff to Perfection — The Common Law is Alive and Well”, 39 Drake Law Review
259, 1989-1990. For pre 1999 law as “a matrix of legal principles unlike any other in the
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a specific scheme® for the perfection (other than by filing or registration),
priority,® and enforcement® of a security interest® in a debt owed by a bank

for funds or monetary value credited to a deposit account.* The collateral®

is treated as “deposit account”;* it is a distinct category of collateral that is

specifically excluded from the definition of “general intangible”.*’A security
agreement purporting to cover it must reasonable identify it.®

“Deposit account” is defined in UCC Section 9-102(a)(29) to mean “a
demand, time, savings, passbook, or similar account®® maintained with a bank”.

Code”, see Harrell, Alvin C.”,Security Interests in Deposit Accounts: A Unique Relationship
Between the UCC and Other Law”, 23:2 UCCLJ 153, 1990.

80" Per the recommendations of Kroener II1, William F. (Chair) and Sepinuck, Stephen
L. (Reporter), “Report of the Subcommittee on the Use of Deposit Accounts as Original
Collateral”, Working Document No. M6-44, in Permanent Editorial Board for the Uniform
Commercial Code, PEB Study Group Uniform Commercial Code article 9 Appendices to
Report (Phil: PEB for UCC, 1992) at 325; as summarized and adopted in Permanent Editor-
ial Board for the Uniform Commercial Code, PEB Study Group Uniform Commercial Code
article 9 Report, December 1st., 1992, at 68.

81 Under UCC Section 9-304(a), it is “The local law of a bank s jurisdiction [which] gov-
erns perfection, the effect of perfection or nonperfection, and the priority of a security inter-
est in a deposit account maintained with that bank”. Rules determining that jurisdiction are
provided in UCC Section 9-304(b). Briefly stated, these rules determine the law applicable
according to enumerated factors, ie., the parties’ agreement, and in its absence, the location
of “the office identified in an account statement as the office serving the customer’s account
is located”, or, as a last resort, the location of “the chief executive office of the bank”.

82 The secured party’s right to apply the balance of the deposit account to the secured
obligation or instruct the bank to pay for its benefit is provided for in UCC Section 9-607(a).

835 Broadly defined in UCC Section 1-201(b)(35) to be “an interest in personal prop-
erty... which secures payment or performance of an obligation”.

8% For the debt relationship created by the deposit of money with a banker, see Foley v
Hill (1848), 2 HLC 28, 9 ER 1002. The case is discussed above in Part II.

85 Under UCC Section 9-102(a)(12), “collateral” is defined to mean “the property sub-
ject to a security interest ...”.

86 Principal provisions are listed in Official Comment 16 to UCC Section 9-109.

87 See UCC Section 9-102(a)(42). Accordingly, “a security agreement covering general
intangibles will not adequately describe deposit accounts”. Official Comment 16 to UCC
Section 9-109. “General intangible” is the residual category of personal property “that is
not included in the other defined types of collateral”. See Official Comment 5(d) to UCC
Section 9-102.

88 As required in UCC Section 9-108. See Official Comment 16 to UCC: Section 9-109.
Note that under UCC Section 9-108(c), a supergeneric description, such as “all the debtor’s
assets” or “all the debtor’s personal property”, “does not reasonably identify the collateral”.

89 In principle, under UCC Section 9-102(a)(2), “account” is defined to mean “a right
to payment of a monetary obligation, whether or not earned by performance”. Cf. the nar-
rower definition in UCC Section 4-104(a)(1) under which “account” is defined to mean “any
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Investment property® or accounts evidenced by an instrument” are specifi-
cally excluded. In turn, “bank” is defined in UCC Section 9-102(a)(8)”* to
mean “an organization that is engaged in the business of banking” so as
not to be limited to commercial banks,” but rather to include also “sav-
ings banks, savings and loan associations, credit unions, and trust compa-
nies”. Effectively, this means a deposit account covered by article 9 may be
maintained with any deposit-taking institution.”* However, other than with
respect to proceeds and priorities therein, article 9 does not apply to “an
assignment of a deposit account in a consumer transaction”.” The latter
are defined to mean “a transaction in which (i) an individual incurs an ob-
ligation primarily for personal, family, or household purposes, (ii) a security
interest secures the obligation, and (iii) the collateral is held or acquired pri-
marily for personal, family, or household purposes...”.%

II. PERFECTION

Other than in connection with proceeds of collateral deposited into
a deposit account,” “a security interest in a deposit account may be per-

deposit or credit account with a bank, including a demand, time, savings, passbook, share
draft, or like account, other than an account evidenced by a certificate of deposit”.

90 “Investment property” is defined in UCC Section 9-102(49) to mean “a security,
whether certificated or uncertificated, security entitlement, securities account, commodity
contract, or commodity account”. Accordingly, ‘deposit account’ “does not include shares in
a money-market mutual fund, even if the shares are redeemable by check”. Official Com-
ment 12 to UCC Section 9-102.

91 UCC Section 3-104 defines “Certificate of deposit” as a type of “instrument”. Of-
ficial Comment 12 to UCC Section 9-102 confirms that “A deposit account evidenced by an
instrument is subject to the rules applicable to instruments generally”.

92" Official Comment 12 to the provision acknowledges the derivation of this definition
from similar definitions in Sections 4-105(1) and 4A-105(a)(2). See also Section 1-201(a)(4).

93 A point made for a similar definition in both Official Comment 1 to Section 4A-105
and Official Comment 1 to Section 4A-105.

9 “Deposit taking’ is at the heart of the ‘banking’ enterprise. See in general e. g., Com-
missioners of the State Savings Bank of Victoria vs. Permewan, Wright & Co Ltd, 1915,19
CLR 457, at 471 and United Dominion Trust v Kirkwood, 1966, 2 QB 431 at 447. See also
Canadian Pioneer Management vs. Labour Relations Board of Saskatchewan, 1980, 1 SCR
433 at paras 51-54. As a rule, a deposit-taker is a regulated financial institution.

9 UCC Section 9-109(d)(13), which further provides for the application of UCC Sec-
tions 9-315 and 9-322 “with respect to proceeds and priorities in proceeds”.

9 UCC Section 9-102(a)(26).

97 Perfection and continuation of perfection of a security interest in proceeds are respec-
tively governed by UCC Sections 9-315(c) and (d) which are stated by UCC Section 9-312(b)
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fected only* by control”.” Under UCC Section 9-314(b), it “is perfected by
control ... when the secured party obtains control and remains perfected
by control only while the secured party retains control”. Requirements for
control of a deposit account are set out in UCC Section 9-104(a), under
which:

A secured party has control of a deposit account if:

1. the secured party is the bank with which the deposit accountis
maintained;'*

2. the debtor, secured party, and bank have agreed in an authenticat-
ed"! record'” that the bank will comply with instructions originated by
the secured party directing disposition of the funds in the deposit account
without further consent by the debtor; or

3. the secured party becomes the bank’s customer'™ with respect to the
deposit account.'™

Under UCC Section 9-342, a bank is not required to enter into a con-
trol agreement “even if its customer so requests or directs”. This acknowl-

to apply also to proceeds in the form of a deposit account.

9 The exclusion of perfection by registration (as opposed to its subordination to a secu-
rity interest perfected by control) seems to me unjustifiable.

9 UCC Section 9-312(b)(1) [Emphasis added]. Cf. UCC Section 9-314(a), providing in
general, that that “A security interest in investment property, deposit accounts, letter-of-credit
tights, or electronic chattel paper may be perfected by control of the collateral”.

100 Such a ‘security interest’ is to be distinguished from the banker’s right of set-off. See
UCC Section 9-340 further discussed below.

101'Under UCC Section 9-102(a)(7), “Authenticate” means: (A) to sign; or (B) to execute or
otherwise adopt a symbol, or encrypt or similarly process a record in whole or in part, with the
present intent of the authenticating person to identify the person and adopt or accept a record.

102 Under UCC Section 9-102(a) (69), “Record”, except as used in “for record”, “of re-
cord”, “record or legal title”, and “record owner”, means information that is inscribed on
a tangible medium or which is stored in an electronic or other medium and is retrievable in
perceivable form.

103 Defined in UCC Section 4-104(a)(5) ( incorporated by reference in UCC Section
9-102-b) as “a person having an account with a bank or for whom a bank has agreed to col-
lect items, including a bank that maintains an account at another bank”.

104While in control, the secured party:

1. May hold as additional security any proceeds, except money or funds, received from
the collateral;

2. Shall apply money or funds received from the collateral to reduce the secured obliga-
tion, unless remitted to the debtor: and

3. May create a security interest in the collateral.

See UCC Section 9-207(c). The duty to terminate control where “there is no outstanding
secured obligation and the secured party is not committed to make advances...” is governed

by UCC Section 9-208.
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edges the bank’s rights with respect to the deposit and recognizes its discre-
tion in carrying out its business. Furthermore, under that section, “A bank
that has entered into such an agreement is not required to confirm the ex-
istence of the agreement to another person unless requested to do so by its
customer”. This is consistent with UCC Section 9-210 under which only
the secured party is under an obligation to provide information regarding
the collateral; it is obliged to do so only to the debtor, with whom alone
a third party is supposed to inquire. In any event, as indicated, Section
9-342 nevertheless obliges the bank to confirm the existence of a control
agreement to a third party when it is “requested to do so by its customer”.

Surely, the secured party’s ‘control’ may be exclusive, so as to relate to
a blocked account from which the debtor is not allowed to withdraw. At the
same time, ‘control’ needs not necessary be exclusive, and may be shared
with the debtor. There is no requirement for the “absolute dominion to the
exclusion of the debtor”.!™ Rather, according to UCC Section 9-104(b).

A secured party that has satisfied subsection (a) has control, even if the
debtor retains the right to direct the disposition of funds from the deposit
account.

Stated otherwise, ‘control’ can even be exercised over an operational
account, from which the debtor is allowed to withdraw. Moreover, ‘control’
may be given on a standby basis, under an arrangement that does not allow
the interference by the secured party in the everyday running of the ac-
count in the ordinary course of business. Accordingly, from a strictly legal
perspective, “control” includes ‘the right to control’; the latter is very much
like the secured party’s right under the English ‘floating charge’ on assets
of a going concern, as well as under the modern ‘floating lien’ on inventory
and other secured assets that a debtor is free to dispose of in the ordinary
course of business, free of the security interest.'”

Thus, where the secured party has a ‘mere’ right to control, the debtor
carries on his or her business as usual, fully exercising dominion over the
deposit account, until actual ‘control’ is assumed by the secured party, as in
‘crystallization’ in the English ‘floating charge’.!"” Depending on the con-
trol agreement, such could be the case in each of the options enumerated
in UCC Section 9-104(a), namely, whether the secured party (i) is the bank

105 Official Comment 5 to UCC Section 9-312.
106 For the floating charge see in general Governments Stock & Other Securities Invest-
ment Co vs. Manila Ry Co, 1897, AC 81 at 86. For the floating charge not being a “specific
mortgage of ... assets, plus a licence ... to dispose of them” see Evans vs. Rival Granite

Quarries, Ltd., 1910, 2 KB 979 at 999 (CA).
107 Idem.
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on whose books the deposit account is maintained, (i) became a customer
of the bank with respect to the deposit account, or (ii1) otherwise became a
party to a control agreement with the debtor and the bank.'”

III. PRIORITY RULES

Priority of security interests in a deposit account is provided for in
UCC Section 9-327 and can be summarized as follows:

1. A secured party who has control defeats any other secured party.'™
In light of UCC Section 9-312(b), stating that “a security interest in a de-
posit account may be perfected only by control”,'" the competing secured
party, to be defeated, may have had an unperfected security interest or be a
proceeds claimant, even with a perfected security interest.'"

2. Among secured parties who have control, the following rules apply:

a. A secured party who became the bank’s customer with respect to the
deposit-account prevails over the bank with which the deposit account is
maintained;'!?

b. Otherwise, “a security interest held by the bank with which the de-
posit account is maintained has priority over a conflicting security interest
held by another secured party”,'"* and

c. In all other cases, “security interests perfected by control ... rank ac-
cording to priority in time of obtaining control”.'"*

With respect to the debtor’s deposit account, the super-priority of the
bank where the account is maintained is rationalized in Official Comment
4 to Section 9-327 as a means to enable “banks to extend credit to their de-
positors without the need to examine either the public record or their own
records to determine whether another party might have a security interest
in the deposit account”. In releasing a bank from the onus of examining
their own records, this rationale appears to go too far; and yet it is also too

108 UCC Section 9-104(a). See text, supra, that follows n. 100.

109 Subsection (1).

110 Emphasis added; see text, supra, and notes 97-99.

11 For the perfection and priority of a security interest in “identifiable or traceable”
proceeds placed in a deposit account see, supra, nn. 77-78 and 97.

112 Subsection 4. Note, however, that the provision does not state that such a secured
party prevails over an earlier secured party other than the bank with which the deposit ac-
count is maintained.

113 Subsection 3.

1% Subsection 2.
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narrow in not mentioning the advantage to the customer in having its bank
more ready to extend credit.

Protection from the super-priority of the bank where the deposit account
is maintained can be achieved by a secured party becoming “the bank’s cus-
tomer with respect to the deposit account” under UCC 9-104(3)." As well,
a secured party may obtain from the bank a subordination agreement as
permitted by UCC Section 9-339. Also, “A secured party who claims the
deposit account as proceeds of other collateral can reduce the risk of be-
coming junior by obtaining the debtor’s agreement to deposit proceeds into
a specific cash-collateral account and obtaining the agreement of that bank
to subordinate all its claims to those of the secured party”.""® Finally, a pro-
ceeds claimant can also require a debtor to pay directly to an account under
the secured party’s control.'"”

Priority accorded to a secured party in a deposit account, including the
bank where it is maintained, is however not without exception. Thus, UCC
Section 9-332(h) “affords a broad protection to transterees who take funds
from a deposit account ..”..""® Thereunder, a transferee of funds from a
deposit account takes the funds free of a security interest in the deposit ac-
count unless the transferee acts in collusion with the debtor in violating the
rights of the secured party.

Citing a policy enhancing “the free flow of funds” the provision does
not require the transferee to be without knowledge, to give value, or even to
satisfy a reliance requirement. Only a transferee acting in collusion with the
debtor is deprived of the protection, which is not conferred on the debtor
attempting to move funds from one account to another.'” Rather, the provi-
sion affords protection exclusively to a ‘non-colluding’ third-party transfer-
ee, namely a ‘non-colluding’ payee,'* of funds out of the deposit account.'”!

115 See text, supra, around nn. 104-105.

116 Official Comment 4 to Section 9-327.

117 Per UCC Section 9-104(a)(3). See text, supra, at nn. 104-115.

118 Official Comment 2 to UCC Section 9-332.

119 For these points see Official Comments 2-3 to UCC Section 9-332. The quote is from
Official Comment 3.

120 Strictly speaking, a funds transfer is not a transfer. Rather, it is the extinction (or reduc-
tion in the amount of) of a debt owed to one person and its replacement by (or increase in
the amount of) another debt owed to another person. A leading modern case to that effect is
Libyan Arab Foreign Bank vs. Banker’s Trust Co, 1988, 1 Lloyd’s Rep 259, at 273 (QB), spe-
cifically rejecting “dicta in one American case” to the contrary, apparently from Delbrueck
vs. Manufacturers Hanover Trust Co, 609 F 2d 1047, at 1051 (2nd Cir. 1979).

121 “Bad actors” and “transferee who does not take free” are respectively discussed in
Official Comments 4 and 5 to UCC Section 9-332.
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Since control trumps all other modes of perfection, control would have
defeated perfection by registration. This would have been so regardless
of the knowledge of the competing registration by the secured party tak-
ing control. Such would have been the case had there been perfection by
registration for a deposit account as original collateral. This would be con-
sistent with the principle that unless stated otherwise for a specific rule,'*
knowledge does not play a role in the priority scheme under article 9.'%
For sure then, a secured party taking control of a bank deposit beats an
carlier unperfected security interest in the deposit account, regardless of
knowledge. However, where funds deposited in a deposit account subject
to control, are impressed with trust, a security interest, or otherwise an
adverse claim, the analysis differs. Certainly, the secured party assuming
control will defeat a security interest in the funds that was created under a
security agreement authorizing the debtor to dispose of them free of the
security interest.”* Otherwise, the secured party assuming control may be
protected, at least as against a holder of a security interest in the funds, as a
non-colluding transferee of funds under UCC Section 9-332(b). As against
another adverse claim, protection is under general principles of law, argu-
ably in circumstances requiring lack of knowledge.'®

Nonetheless, “the free flow of funds through the payment system” '
purports also to underlie the rule provided for in UCC Section 9-341.
Thereunder, in principle, “a bank’s rights and duties with respect to a de-
posit account maintained with the bank™ are “unaffected by the creation
or perfection of a security interest or by the bank’s knowledge'”” of the
security interest”.

This general rule of UCC Section 9-341 is stated in the Section to be
subject to two exceptions:

122 See e.g. UCC Sections 9-317(b), buyer receiving delivery, and 9-323(b)(1) (in connec-
tion with future advances).

123 See e.g. UCC Section 9-322 (Residual priorities rule).

124 For the disposition of collateral free of the security interest, see UCC Section
9-315(a)(1).

125 See e.g. Greenwood Teale (T & H) v William Williams, Brown & Co (1894), 11 TLR 56.

126 Official Comment 2 to UCC Section 9-341.

127 Official Comment 2, idem, acknowledges UCC Section 4-303(a) dealing with the time
notice to the bank concerning a competing interest becomes effective. However, the Official
Comment goes on to provide that UCC Section 4-303(a) “does not determine whether a
timely notice is otherwise effective” and thus does not provide for the effectiveness of knowl-
edge in circumstances governed by UCC Section 9-341. Rather, UCC Section 4-303(a) deals
with the ineffectiveness of notice received after the bank acted to the contrary. It ought not
necessarily to be read as providing for its effectiveness prior to that.
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1. The first exception relates to circumstances governed by UCC Sec-
tion 9-340(c), under which the exercise by the bank of a set-off against a
deposit account is ineffective against a secured party who is the account
holder. Such is the case (in which the bank’s right of set-off against the
debtor is defeated) where the secured party obtained control of the deposit
account by becoming “the bank’s customer with respect to the deposit ac-
count” under UCC Section 9-104(a)(3).'%

2. The second exception pointed out in UCC Section 9-341 is where
“the bank otherwise agrees in an authenticated record”.

Only in both such cases the rights of the bank in which the deposit ac-
count is maintained are affected by the creation, perfection or knowledge
of a security interest as well as instructions given to it by the secured party.
Otherwise, under Official Comment 3 to UCC Section 9-341, until the
bank is served with judicial process, or until it receives instructions with
respect to the fund on deposit from a secured party in control, the bank is
entitled to follow the debtor-customer’s payment instructions.

According to Official Comment 2 to UCC Section 9-341, this means
that the bank may “ignore the instructions of the secured party unless it
had agreed to honor them or unless other law provides to the contrary”.
However, this language goes beyond a restatement of the two exceptions
premised on the agreement of the bank; rather, it adds a third exception to
the general rule of UCC Section 9-341, that of “another law provid(ing)
to the contrary”. This third exception is elaborated by Official Comment
4 to UGG Section 9-341, effectively explaining that lack of termination,
suspension or modification of a bank’s rights by the creation, knowledge,
or receipt of instructions with respect to a security interest in a deposit ac-
count, 1s only so far as article 9 1s concerned. At the same time, Official
Comment 4 explains, possibly depending at least in part on whether the
secured party has control and on the manner in which it was achieved,
“whether a bank that pays out funds from an encumbered deposit is liable
to the holder of the security interest” may be determined according to a
rule derived from a non-uniform state law. Such a rule, “[o]ften... found
in a non-UCC adverse claim statute”, “applies generally when a bank pays
out funds in which a third party has an interest”.

I am perplexed by this third exception, that of another “law provid(ing)
to the contrary”, per Official Comment 2. In elaborating on this excep-
tion, Official Comment 4 refers to “a non-UCC adverse claim statute” and
to the scope and contents of a control agreement. The rule is, however,

128 See text, supra, at nn. 104 and 105.
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possibly narrowed down by Official Comment 3, insofar as it requires the
service of judicial process. Yet, as an alternative, without the further elabo-
ration of the scope and contents of the exception as in Official Comment
4, Official Comment 3 points at the receipt of instructions from a secured
party in control, as something that precludes the bank from complying with
the account holder’s instructions.

Indeed, that the scope of this third exception is not adequately clear.
Furthermore, whatever its scope, the exception is not mentioned in UCC
Section 9-341. For sure, rules governing the position of a bank in which
a deposit account is maintained and which is advised of a third-party’s
adverse claim to the deposit account exist outside article 9. Thus, under
the common law, generally speaking, a bank with knowledge of an adverse
claim has lost its right to set-off the amount reflecting the claim against
a debt due from the customer to the bank.'” However, according to “a
growing number of jurisdictions” in the United States, the bank is pre-
cluded from exercising its set-off right even when the bank acts without
knowledge of an adverse claim by a secured party as long as the bank did
not suffer a detrimental loss.’*® As well, under the common law, the bank
is released from its duty to comply with payment instructions given by the
customer/account holder to pay out of the deposit account, where these
instructions conflict with the claim to the funds by the adverse claimant,
who could be a secured party, who instructs the bank to either freeze the
account, or transfer funds to him or her. Rather, the bank should file an
interpleader action, or give a reasonable time to the adverse claimant to
file his or her claim. In most jurisdictions in the United States, an ‘adverse
claim’ statute gives the bank further protection by allowing it to ignore the
adverse claim in two situations. The first one is where the bank has not
been served with a court order restraining it from complying with its cus-
tomer instructions. The second situation is where the bank accepted from
the adverse claimant what the bank considers to be an adequate indem-
nity against liability to the customer."!

129 See, supra, n. 126.

130 John TeSelle, supra n. 60 at 44 and 45. See also Stephen L Sepinuck, “The Problems
with Setoff: A Proposed Legislative Solution” (1988), 30 Wm & Mary L Rev 51 at 73. An ecar-
lier, exposition is by Robert H Skilton, “The Secured party’s Rights in a Debtor’s Bank Account
Under article 9 of the Uniform Commercial Code”, 1977, 2 STl U LJ 120 at 190-207.

131 For a succinct discussion of adverse claims to a deposit account — both under the
common law and adverse claims statutes, see e. g B. Clarke, Barkley and Barbara, The Law
of Bank Deposits, Collections and Credit Cards, Volume I, Revised Edition, Arlington, Va. Pratt,
Updated through December, 1999, at 3.09.
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Certainly, upon the default of the customer-account holder on the se-
curity agreement, the secured party, as an adverse claimant, may pursue
the issuance of a restraining order against the bank. UCC Section 9-341
ought not to be read as precluding this, even in the absence of an agreement
between the bank and the secured party. In fact, I would have read UCC
Section 9-341 to be a uniform ‘adverse claim statute’ on its own so as to dis-
place and supersede any non-uniform state law, whether or not embodied
in an ‘adverse claim statute’.'* Hence I find the reference to “another law
provid(ing) to the contrary”, per Official Comment 2, as elaborated by Of-
ficial Comment 4 by reference to non-article 9 law, to be perplexing.

In any event, other than in the unusual case where the bank in which
the deposit account is maintained breaks its agreement to comply with a
secured party’s instructions, the power of a secured party to seek the is-
suance of a restraining order against that bank is relevant only in limited
circumstances. This power may be used by a holder of a security interest
that is junior to a security interest perfected:

1. by a secured party becoming a customer,

ii. by a secured party entitled under the control agreement with the
bank to direct payments out of the deposit account of the customer (being
the secured party’s debtor), or

iii. by the bank maintaining the deposit account.

Circumstances where such a power is to be invoked are likely to arise
only infrequently; this is so since perfection of a security interest in a deposit
account can be accomplished only by means of control,"® which in turn, re-
quires the consent of the bank maintaining the deposit account.'® A prudent
bank is likely to have the conditions for complying with the secured party’s
instructions specifically stated in the agreement with the secured party. A
dispute among competing secured parties in control, in which resort to the
issuance of a restraining order may also be made, is therefore equally likely
to be rare. It is thus particularly a holder of an unperfected security interest,
who may resort to the issuance of a restraining order, usually with no real
benefit, due to the junior position of the security interest.'®

132 Cf. UCC Section 1-103(b), addressing the possible displacement “by the particular
provisions” of the UCC of contrary “principles of law and equity..”..

133 UCC Section 9-312(b)(1). See text, supra, & nn. 97-99 and 111.

13+ UCC Section 9-104(a). See text, supra, at nn. 101-105.

135 For the junior position of an unperfected security interest in relation to a perfected one
and a ‘lien creditor’ (defined in UCC Section 9-102(a)(52) to include an enforcing judgment
creditor and a trustee in bankruptcy), see respectively, sections 9-322(a)(2) and 9-317(a)(2)(A).
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IV. RECOUPMENT AND SET-OFF

“Security interest” in a “deposit account” governed by article 9 is to be
distinguished from “a right of recoupment'* or set-off . With respect to both
these rights, article 9 does not apply, other than in two cases. The one rel-
evant for our purposes, discussed immediately below, is “with respect to the
effectiveness of rights of recoupment or set-off’ against deposit accounts” gov-
erned by UCC Section 9-340."%

UCC Section 9-340 resolves the conflict between a security interest in a
deposit account and the rights of recoupment and set-off of the bank main-
taining the deposit account. It contains two rules, each applicable other
than where the deposit account is in the name of the secured party.

First, subsection (a) states, “a bank with which a deposit account is main-
tained may exercise any right of recoupment or set-off against a secured
party that holds a security interest in the deposit account”. This means that
in case of a contest between the bank maintaining the deposit account and
a secured party, priority is conferred on the bank’s right of recoupment
or set-off; the secured party takes the deposit subject to the rights of the
bank. At least for recoupment, this is quite logical; as collateral, the deposit

136 ‘Recoupment’ is American law term meaning the right of a defendant in a lawsuit to
demand deduction from the amount awarded to plaintiff of a sum due the defendant from
the plaintiff in the transaction which was the subject of the lawsuit. See e. g. Black’s Law
Dictionary s. v. “recoupment” and s. v. “equitable recoupment”. It roughly covers ‘abate-
ment’ and ‘equitable set-off” in Anglo-Canadian law. In the common law, under the doctrine
of abatement, damages resulting in the diminution of the value of the subject matter may be
“set up” as a defence, and not as a matter of set-off, against an action for the payment of the
value of that subject matter. See Smith, Marcus, The Law of Assignment: The Creation and Trans-

Jer of Choses in Action, Oxford, OUP, 2007, at 13.89. For equitable set-off see, supra, n. 64.
Common law abatement and equitable set-off are compared in Cam-Net Communications
vs. Vancouver Telephone Co, 1999, 182 DLR (4th) 436 at para 33 (BCCA) as follows: The
law recognizes a distinction between what may be termed abatement and equitable set-off.
The former, a product of the common law, applies to cases in which a defendant can show
that as a result of the plaintiff’s breach, the goods, services, or work provided by the plaintiff
are diminished in value. The latter, a product of equity, refers to cases in which a defendant
raises a cross-claim which goes directly to impeach the plaintiff’s demands, 1. e., which is so
closely connected with the plaintiff’s claim that it would be unjust to allow the plaintiff to
enforce payment without taking into account the cross-claim. The latter involves damages
other than a diminution of the value of the goods or services provided.

137 See UCC Section 9-109(d)(10). The other exception is “with respect to defenses or
claims of an account debtor”, under Section 9-404 which is effectively to the same effect
as to the rights of an assignee vis-a-vis an account debtor, except that it does not apply to a
party liable on a ‘deposit account’, which under article 9 is neither ‘account’ nor ‘general
intangible’ on which an ‘account debtor’, whose rights are governed by Section 9-404, is

obligated. See UCC Section 9-102(a)(2), (3) (29) and (42).
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account is the customer’s right against the bank, so that the size of the
amount claimed by the customer under the right is reduced by the size of
the amount claimed under the bank’s recoupment right. No special provi-
sion to that effect exists in personal property security legislation in Canada.
This is so because the point is covered by OPPSA Section 40(1.1)"* provid-
ing in general for the account debtor’s right to assert against an assignee de-
fences available to the account debtor against the assignor/creditor.'™ The
UCC has such a general provision'" but nevertheless a special provision is
required, because unlike under personal property legislation in Canada, the
bank deposit is not an ‘account;’ hence, the general provision applicable to
the rights of an account debtor does not apply to a bank owing on a bank
deposit.'"!

However, the priority under UCC Section 9-340(a) of the bank exercis-
ing a set-off by combining account over a third-party secured party may
not be justified, at least as a universal principle applicable under all circum-
stances. It may go too far when the security agreement was made with the
consent of the bank. More generally, priority of set-off over the third-party
secured party’s adverse claim appears to undermine the mutuality required
for a set-off."*? I suppose then that the provision ought not to be read liter-
ally. Stated otherwise, the provision ought not to be read as overriding the
inherent or built-in limitations to the right of set-off. Indeed, it is recog-
nized that UCC Section 9-340 purports to deal with “rights of set-off and
recoupment that a bank may have under other law” and “does not create”
such rights; “nor is it intended to override any limitations or restrictions that
other law imposes on the exercise of those rights”.'** Rather, as pointed out,
it deals with the priority to the funds on deposit between such rights and
those of the secured party. At the same time, suffice it to say then that UCC
Section 9-340(a) would have benefited from some refinement.

138 As well as by parallel provisions elsewhere in Canada.

139 See text, supra, at nn. 52-58. Note that in this framework the bank is the account
debtor, the secured party is the assignee, and the customer is the assignor/creditor.

140 UCC Section 9-404 (restating the earlier UCC 9-318-1) as pointed out, supra, in text
and n. 57.

41 In contrast to Canada, (see text, supra, and n. 21) “Deposit account” is specifically
excluded from the definition of “account” in UCC Section 9-102(a)(2).

142 Mutuality is premised on the principle that “the claim and cross-claim must be be-
tween the same parties in the same right”, Goode on Legal Problems of Credit and Security, Louise
Gullifer (ed), 4th ed., London, Sweet & Maxwell, 2008, at 331, so that “one’s man money
shall not be applied to pay another man’s debt”, Jones vs. Mossop, 3 Hare 568, 1844, at 574,
67 ER 506.

113 Official Comment 2 to UCC Section 9-340.
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The second rule of UCC Section 9-340 is contained in subsection (b).
Thereunder, “a right of recoupment or set-oft’ of the secured party as to a
deposit account maintained with the secured party” is not affected by “the
application of [UCC article 9] to a security interest in a deposit account”.
According to Official Comment 3 to Section 9-340, this means that a bank
“may hold both a right of set-off against, and an article 9 security interest in,
the same deposit account”. Furthermore, “[b]y holding a security interest in
a deposit account, a bank does not impair any rights of set-off it would other-
wise enjoy”. Stated otherwise, in the hands of the bank in which the deposit
account in maintained, set-off’ and security interests may overlap; one does
not exclude the other, and each is available to the bank at its pleasure.

However, as indicated,'** these two rules do not apply where the secured
party obtained control of the deposit account by becoming “the bank’s cus-
tomer with respect to the deposit account” under UCC Section 9-104(3).'*
According to Section 9-340(c), against a secured party holding a security
interest perfected by control by becoming the bank’s customer under Sec-
tion 9-104(a)(3), the bank may not exercise a set-off right “based on a claim
against the debtor”. However, Comment 2 proceeds to state that consis-
tently “with the priority rule in Section 9-327(4)”, under which a secured
party customer under UCC Section 9-104(3), “has priority over a security
interest held by the bank with which the deposit account is maintained”,"*
even in this situation, that of a secured-party customer with perfection un-
der Section 9-104(3), the bank may “exercise its recoupment rights effective-
ly”. This Comment merely clarifies the language of UCC Section 9-340(c)
which precludes only the availability of set-off, and not recoupment, against
a secured party-customer with perfection under Section 9-104(3).

The result is that, contrary to a set-off, a recoupment right available
to a bank against its customer may be exercised by the bank even against
funds belonging to the customer, securing the customer’s obligation to a se-
cured party, and held in the bank in a deposit account in the name of the
secured party. The secured party-account holder'” will not benefit from
Section 9-332(b), and will not defeat the maintaining deposit account bank’s
recoupment right based on a claim against the customer (the secured party’s
debtor). As “A transferee of funds from a deposit account” of the customer/

14 See text, supra, that follows n. 138.
145 See text, supra, at nn. 104 and 105.
146 The priority rule under UCC Section 9-327(4) is set out in text, supra, thatis atn.113.
147 In fact, both the debtor and secured party are customers and account holders with the
bank. In this paragraph for convenience and ease of identification, the debtor is refereed to

as customer and the secured party as the account holder.
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debtor, the secured party-account holder acting without collusion with the
customer-debtor may purport to take “the funds free of a security interest
in the deposit account...”,'* and yet not of a recoupment right by the bank
where the deposit is maintained.

IV. CONCLUSION

As the law under personal property security legislation in Canada stands
now, a taker of cash collateral does not enjoy automatic priority. Rather, to
secure priority, the taker has to seek subordination agreements.** Other-
wise, the taker’s claim to the ‘cash’ deposited in the debtor’s account will be
defeated by a competing secured party’s claim to that account covered by an
earlier registration.® This is so even if the debtor’s account was specifically
opened for the deposit of the cash collateral.™ To a similar end, a deposit
of cash collateral to the taker’s own account is a transaction intended to
secure the debtor’s obligation to the taker of the cash collateral. As such it
1s covered by the OPPSA.**2 This means that the taker’s claim to the cash
collateral deposited to the taker’s account may be defeated by a security in-
terest covered by earlier registration against the debtor. In either case, where
a purchase-money security interest was timely registered, a claim tracing its
proceeds will defeat the security interest in the cash collateral.**?

Regardless, there is uncertainty in connection with the priority scheme
among competing claims to a deposit account. A key point of contention is
the characterization of the bank’s right to combine accounts.”* As a matter
of agreement, albeit implied by law, between the bank and the customer,
the most appropriate treatment may be that of a legal or independent set-
off. However, this characterization does not suit the bank in its endeavour
to achieve maximum protection with the view of facilitating the objective
of the right. This objective is to the mutual benefit of the bank and the cus-
tomer, in the form of credit extension by the bank to the customer. Such
credit is either in the form of fresh new value, or the deferral of collection

148 See text, supra, that follows n. 119. Emphasis added.

149°As provided by OPPSA Section 38.

150 See text, supra, n. 29.

151 In which case it may nevertheless fall under an after-acquired property clause (permit-
ted under OPPSA Section 12) of the security agreement of the earlier registrant.

152 For the scope of the OPPSA, see in general text, supra, at nn.13-17.

153 See text, supra, nn. 46-49.

15% See text, supra, nn. 65-70.
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of an existing debt. As well, in light of the lack of clarity in connection with
the bank’s right to combine accounts, third parties cannot find certainty in
taking an effective security interest in bank accounts. I'or the deposit hold-
ing bank the taking of a security interest is an available option; yet relying
on this option is a blessing in disguise for both the deposit holding bank
and potential searchers in the Registrar under personal property security
legislation. This is so as long as perfection requires registration which ef-
fectively means the inundation of the Registration system with financing
statements by banks taking security interests in accounts held with them.
Searches aimed at finding competing registrations may be lengthy and cost-
ly. Finally, reliance on contractual set-off may not take the deposit holding
bank any further as long as the set-oft’ contract may be construed to be a
security agreement.

Under UCC article 9, in Caisse populaire Desjardins de ’Est de Drummond v
Canada,”™ the bank would have had a security interest in the deposit account
perfected by control and would also have been able to effectively exercise
its right of set-off over the positive balance in that account. Regardless, a
statutory treatment of security interests in bank deposits inspired by UCC
article 9 is a good model to go forward in Canada. Particularly attractive is
the mode of perfection by ‘control’ and the fundamentals of the resulting
priority scheme. The secrecy counter-argument can be met by the fact that
secrecy underlies the way bank accounts are handled anyway as well as by
the existing precedent of the perfection and priorities in relation to security
entitlements deposited in securities accounts.'™

This is not to say that every detail of the article 9 scheme in relation to
deposit account merits a slavish adoption. For sure, I do not think that in-
troducing perfection by control ought to lead to the exclusion of perfection
by registration or filing as it is now the situation in the United States.”” As
well, issues to be thought through include priorities in “identifiable or trace-
able” proceeds deposited to a deposit account, which is original collateral
for a secured party.”*® A clearer scheme is required to cover the knowledge
by the bank in which the deposit account is held of a security interest and

135 Supra, n. 24.

156 According to OPPSA Sections 19.1(1), 22.1(1), and 1(2), by reference to the Secur-
ities Transfers Act, SO 2006, Chapter 8 (“OSTA”), Sections 25 and 26. See also definitions
of “security entitlement” and “securities account” (as well as “financial asset”) in OSTA
Section 1(1).

157 See text, supra, nn. 98 and 99.

158 For the perfection and priority of a security interest in “identifiable or traceable”
proceeds placed in a deposit account, see, supra, nn. 77-78, 97, 112 and 117-118.
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the standard of proof required for having the bank’s rights with respect to
it “affected”." Such a scheme ought specifically to address restraining or-
ders, interpleaders, and the inquiry obligations of a bank.' Also, the effect
of a security agreement between the customer and a third-party, to which
the bank has not consented, ought to be dealt with more clearly and direct-
ly."*" As well, the availability of recoupment,'* or its Canadian equivalents,
namely, the abatement and equitable set-off,'*® against a secured party in
whose name the deposit account is held,'™* requires a re-examination. Fi-
nally, the range of circumstances in which the bank’s right of set-off prevails
over that of a third party-secured party ought to be re-examined.'®

In the final analysis, it is the perfection by ‘control’ and the priority
given to it that ought to guide law reform in Canada. Specific details of the
revised UCC scheme ought to be seriously considered and either followed
or rejected on an issue-by-issue basis.'®

159 UCC Section 9-341. See text, supra, that follows n. 127.

160 See text, supra, n. 132. Cf. the difference between the (higher) standard of knowledge
of fraud required by a bank in order not to dishonour a letter of credit and the (lower) stan-
dard of proof required by a court for issuing an interlocutory injunction requiring a bank
not to honour the letter of credit. BNS vs. Angelica Whitewear Ltd., 36 DLR (4") 161 (SCC),
1987.

161 See text, supra, nn. 127-136.

162 See text, supra, n. 137.

163 See supra, nn. 64 and 137.

164 See text, supra, nn. 148 and 149.

165 See text, supra, nn. 139-144.

166 Official Comment 16 to UCC Section 9-109 points at the ‘control’ requirement, to-
gether with the designation of the “deposit account” as a separate category of collateral,
as examples to the “several safeguards” contained in article 9 designed “to protect debtors
against inadvertently encumbering deposit accounts and to reduce the likelihood that a se-
cured party will realize a windfall from a debtor’s deposit account”.
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