Sample Tutorial Questions and Answers for Commercial Law
Secured Financing

A Ltd borrowed $1,000,000 from B Bank. The charging clause in the debenture stated that a “first specific (fixed) charge” was created over A Ltd’s machinery, and its present and future book debts. The charging clause also created a floating charge over the other assets of the company not covered by the fixed charge. 
In addition, the debenture contained the following clause: “With reference to the book debts hereby specifically charged, A Ltd shall pay into A Ltd’s bank account with B Bank all moneys which it may receive in respect of such debts and shall not without the prior consent in writing of B Bank sell factor discount or otherwise charge or assign these book debts in favour of any other person or purport to do so.”
What type of charge does B Bank have over the assets of A Ltd covered by the debenture?

The parties tried to label these security assets
Floating charge?
	The designation provided by the parties is not conclusive. The court would look at the substance of the security, particularly the degree of control the lender has over the charged assets.
a) Machinery:
· Label in the debenture:
· The debenture explicitly states ‘a first specific charge’ is created over A Ltd’s machinery.
· Fixed charge: A fixed charge typically attaches to specific, identifiable assets and restricts the company’s ability to deal with those assets without the lender’s consent.
· Machinery is a tangible, identifiable asset, commonly subject to a fixed charge because it’s not naturally circulating in the ordinary course of business.
· Floating charge doesn’t depend on the nature of the machines.
· Can a floating charge be created over machinery? 
· Yes, it is possible to create a floating charge over machinery, as a floating charge is defined by the company’s ability to deal with the assets in the ordinary course of business without the lender’s consent, not by the nature of the asset itself ( Re Yorkshire Woolcombers Association [1903] 2 Ch 284). However, the debenture’s explicit labeling as a fixed charge, combined with no evidence of A Ltd having freedom to dispose of the machinery, supports the conclusion that this is a fixed charge.

b) Book debt:
Label in the Debenture: 
The debenture states that a “first specific (fixed) charge” is created over A Ltd’s present and future book debts’’. Additionally, a clause requires A Ltd to:
· Pay all moneys received in respect of book debts into a designated bank account with B Bank.
· Refrain from selling, factoring, discounting, or otherwise charging or assigning the book debts without B Bank’s prior written consent.
Book Debts and Proceeds: Book debts are receivables owed to the company, and their proceeds are the moneys received when those debts are paid. The Privy Council in Agnew v Commissioner of Inland Revenue [2001] UKPC 28 clarified that the nature of a charge over book debts depends on the control over both the uncollected book debts and their proceeds. It is commercially nonsensical to separate the two, as the value of book debts lies in their proceeds. 
Control Over Book Debts: 
· The debenture prohibits A Ltd from selling, factoring, discounting, or assigning book debts without B Bank’s prior written consent. This suggests significant control by B Bank over the uncollected book debts, pointing toward a fixed charge.
· However, the clause requires A Ltd to pay the proceeds of the book debts into a specific bank account with B Bank. The critical question is whether A Ltd has freedom to use the proceeds once they are in this account.
1. Lovely Ltd owned shares in May Ltd and deposited the share certificates for those shares with Nature Bank as security for a loan of $500,000 from Nature Bank. Lovely Ltd also deposited with Nature Bank duly signed share transfer documents for the shares in May Ltd with Nature Bank stated as the transferee in the share transfer document. Subsequently, Lovely Ltd informs Nature Bank that it is unable to repay the loan. Advise Nature Bank as to what kind of security (if any) it has over the shares in May Ltd. 
Issue:
Determine the type of security interest (if any) Nature Bank holds over the shares in May Ltd owned by Lovely Ltd, given that Lovely Ltd deposited share certificates and duly signed share transfer documents (naming Nature Bank as transferee) as security for a $500,000 loan and has defaulted on repayment.
· Legal vs. Equitable Mortgage: A legal mortgage over shares requires the transfer of legal title to the lender, typically through registration of the share transfer in the company’s register, with the mortgagor retaining an equitable right of redemption. An equitable mortgage arises when formalities for a legal mortgage are incomplete or when the parties intend to create a mortgage without transferring legal title.
· Pledge: A pledge requires delivery of possession of tangible assets to the lender. Shares, being intangible choses in action, cannot be pledged (Bank of China (Hong Kong) Ltd v Kanishi (Far East) Ltd [2002] 2 HKLRD 52).
· Equitable Mortgage Creation: An equitable mortgage over shares can be created by depositing share certificates and/or signed share transfer documents with the lender, provided there is evidence of an intention to create a security interest. The deposit of title documents, coupled with an intention to secure a loan, is sufficient to create an equitable mortgage, even without formal registration.
· Charges: A charge (fixed or floating) does not involve the transfer of ownership but grants the lender a right over the asset. Shares are typically subject to mortgages rather than charges, as charges are more common for fluctuating assets or where ownership transfer is not intended.
Analysis
Nature of the Security
· Facts: Lovely Ltd deposited share certificates for shares in May Ltd and duly signed share transfer documents (naming Nature Bank as transferee) with Nature Bank as security for a $500,000 loan. There is no indication that the share transfer was registered in May Ltd’s share register, and Lovely Ltd has defaulted on the loan.
· Pledge: A pledge is not possible because shares are intangible choses in action, not tangible assets capable of possession (Bank of China (Hong Kong) Ltd v Kanishi). The court in Kanishi held that depositing share certificates and transfer documents does not constitute a pledge, as possession of physical certificates does not equate to possession of the underlying intangible rights.
· Legal Mortgage: A legal mortgage over shares requires the transfer of legal title, typically by registering the lender (Nature Bank) as the shareholder in May Ltd’s share register. Here, the share transfer documents were signed and deposited, but there is no evidence that the transfer was registered. Without registration, legal title remains with Lovely Ltd, and the formalities for a legal mortgage are incomplete.
· Equitable Mortgage: An equitable mortgage can be created by depositing share certificates and/or signed share transfer documents with the lender, provided there is an intention to create a security interest. In Kanishi, the court found that depositing share certificates and signed transfer documents (naming the lender as transferee) evidenced an intention to create an equitable mortgage, not a pledge. The deposit of these documents, coupled with the purpose of securing a loan, indicates that Lovely Ltd intended to grant Nature Bank a security interest over the shares. The signed transfer documents naming Nature Bank as transferee further support this intention, as they facilitate the lender’s ability to perfect the security by registering the transfer if needed.
· Charge: While a charge (fixed or floating) is possible over shares, the deposit of share certificates and signed transfer documents is more characteristic of a mortgage, as it suggests an intention to allow the lender to take ownership (via transfer) upon default. A charge typically does not involve such documents and is more common for assets like book debts or fluctuating assets. In Hong Kong, under the Companies Ordinance, a “charge” includes a mortgage, but the specific actions here (deposit of certificates and transfer documents) align with an equitable mortgage rather than a charge.
Conclusion on Security Type
Nature Bank holds an equitable mortgage over the shares in May Ltd. The deposit of share certificates and signed share transfer documents, naming Nature Bank as transferee, demonstrates an intention to create a security interest. The lack of registration of the share transfer means the formalities for a legal mortgage are incomplete, ruling out a legal mortgage. A pledge is not possible due to the intangible nature of shares, and a charge is less likely given the mortgage-specific actions taken.


